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EDITOR'S  INTRODUCTION 

It  is  no  part  of  the  purpose  of  this  volume  to  teach 
the  reader  how  to  speculate.  It  is  hoped,  on  the  con- 
trary, that  the  book  will  discourage  speculation  by  the 
emphasis  which  it  places  on  the  importance  of  patience, 
intelligence  and  foresight  in  the  art  of  investing.  In  the 
minds  of  many  people  speculation  is  a  very  sinister  word, 
and  a  speculator  a  man  morally  no  better  than  a  gam- 
bler. It  is  the  purpose  of  this  volume  to  make  clear  the 
distinction  between  speculation  and  investment,  to  ex- 
plain and  illustrate  the  conditions  which  determine  a  safe 
investment,  and  to  describe  and  illustrate  the  hazards 
inherent  in  all  forms  of  speculation. 

The  investor  seeks  to  have  his  capital  employed  in  the 
actual  production  of  wealth;  he  is  especially  concerned 
in  the  security  of  the  principal  and  in  the  certainty  of 
income  in  the  form  of  interest  on  bonds  and  dividends 
on  stocks.  The  speculator,  on  the  other  hand,  is  pri- 
marily concerned  in  the  values  or  prices  of  things.  He 
is  a  trader,  hoping  to  buy  cheap  and  sell  dear,  and  in  the 
process  he  does  not  desire  either  to  produce  or  handle 
the  goods.  Economists  are  generally  agreed  that  spec- 
ulation, whether  in  commodities  or  in  stocks,  has  a  benefi- 
cial effect  upon  the  production  of  wealth.  It  tends  as 
a  rule  to  prevent  sudden  and  great  fluctuations  in  the 
prices  of  goods  and  securities.  It  causes  to  be  recorded 
in  the  world's  great  markets  the  effect  upon  prices 
of  the  smallest  changes  in  industrial  conditions.  Does 
a  late  frost  injure  the  corn  crop?    The  next  day  the 
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speculative  markets  will  reveal  the  extent  of  that  in  jury- 
in  the  judgment  of  the  most  intelligent  and  best-in- 
formed observers.  Are  the  granaries  short  of  wheat 
in  March?  The  Chicago  and  Liverpool  quotations, 
which  are  made  by  professional  speculators,  give  the 
small  farmer  the  information  he  wants  as  to  future  de- 
mand and  supply,  helping  him  to  decide  how  much 
acreage  he  can  safely  plant.  Speculation  gives  all  pro- 
ducers a  composite,  expert  estimate  as  to  the  present  and 
future  values  of  goods.  As  such,  therefore,  it  encour- 
ages production,  for  it  tends  to  save  the  producer  from 
the  mistaken  judgments  born  of  his  own  narrow  horizon. 
Serious  evils,  however,  are  connected  with  speculation. 
Its  excesses,  when  inspired  by  reckless  men  of  great 
wealth,  often  are  the  source  of  national  damage.  Thous- 
ands of  men,  ignorant  of  the  pitfalls  of  speculation  and 
unaware  of  the  gigantic  odds  against  them,  are  annually 
ruined.  Fascinated  by  the  stories  of  great  fortunes 
made  by  speculators,  they  blindly  "plunge"  in  markets 
where  only  the  wisest,  shrewdest  and  best-informed  of 
the  professionals  stand  a  chance  of  winning  a  profit.  It 
is  not  the  purpose  of  this  volume,  however,  either  to  con- 
demn or  to  uphold  speculation.  In  this  book  specula- 
tion is  recognized  solely  because  of  its  importance  in 
determining  the  values  and  prices  of  goods  and  com- 
modities. Every  producer,  whether  farmer,  planter, 
lumberer  or  manufacturer,  if  he  would  make  his  busi- 
ness a  science  and  reduce  its  chances  of  loss  to  a  mmi- 
mum,  must  understand  the  motives  of  the  speculator 
and  the  methods,  operations  and  vernacular  of  the  spec- 
ulative markets.  He  must  not  ignorantly  conclude 
that  every  fall  of  prices  is  due  to  the  evil  machinations 
of  the  bears,  nor  that  a  rise  in  the  price  of  his  raw  mate- 
rials is  the  outcome  of  a  "corner"   unwarranted  by 
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natural  conditions,  but  should  be  so  familiar  with  market 
conditions  and  the  devious  ways  and  tricks  of  the  specu- 
lator that  his  judgment  cannot  easily  be  warped  or 
prejudiced. 

In  one  respect  both  investors  and  speculators  have 
a  common  interest — both  want  to  know  whether  the  gen- 
eral trend  of  prices  is  upward  or  downward.  To  the 
speculator  this  knowledge  is  perhaps  less  important  than 
to  the  investor,  for  the  speculator  is  usually  seeking  to 
make  a  profit  out  of  borrowed  capital  and  is  mainly 
interested  in  the  conditions  that  will  influence  prices 
during  the  next  week  or  month.  The  investor,  however, 
puts  his  own  capital  into  enterprises  and  means  to  leave 
it  undisturbed  for  many  months  or  years.  He  is  al- 
ways cheered,  nevertheless,  when  he  discovers  that  the 
market  value  of  his  principal  is  steadily  increasing.  If 
a  man  invests  his  savings  in  a  railroad  stock  at  par  and 
in  the  course  of  two  or  three  years  sees  its  price  climb 
toward  150,  he  begins  to  flatter  himself  that  he  is  a 
shrewd  investor.  His  friends  admire  his  good  judg- 
ment and  he  is  inclined  to  practice  economy  in  order  that 
he  may  save  and  invest  more,  and  so  the  world's  produc- 
tive wealth  is  increased. 

It  seems  worth  while,  therefore,  at  the  outset  to  call 
the  reader's  attention  to  the  important  fact  that  the 
industrial,  and  therefore  the  financial  or  investment 
world  moves  in  great  cycles  of  alternate  prosperity  and 
depression.  During  the  period  of  prosperity  the  prices 
of  corporate  stocks  tend  to  rise  higher  and  higher,  so 
that  if  an  investor  buys  at  the  beginning  of  such  a  period, 
the  chances  are  that  the  market  value  of  his  principal 
will  increase  as  well  as  the  rate  of  return  upon  his  in- 
vested capital.  On  the  other  hand,  if  he  buys  near  the 
end  of  such  a  period,  he  is  doomed  to  disappointment. 


viii  INVESTMENT  AND  SPECULATION 

For  these  periods  of  prosperity,  owing  to  the  delicate 
nature  of  our  credit  system,  terminate  with  startling 
suddenness  by  a  precipitous  decline  in  the  market  value 
of  securities,  by  a  shrinkage  in  the  volume  of  industry  and 
business,  and  by  a  curtailment  of  profits  and  dividends. 

Is  the  business  of  the  country  in  a  sound  condition? 
Is  our  prosperity  fictitious?  Are  the  good  times  to 
last  a  few  years  more,  or  must  we  soon  expect  a  re- 
action? These  are  questions  which  must  always  be  in 
the  thought  of  every  wise  business  man  and  of  every 
prudent  investor.  Unhappily  they  are  not  easily  an- 
swered. Yet  there  are  certain  conditions  the  knowledge 
of  which  may  often  save  the  investor  from  mistakes. 
Furthermore,  the  mere  knowledge  that  a  glittering  pres- 
ent does  not  insure  a  glorious  future,  should  develop 
in  him  a  spirit  of  wise  caution. 

He  should  first  of  all  endeavor  to  determine  whether 
the  capital  supply  is  likely  to  be  equal  to  the  capital 
requirements.  Periods  of  prosperity,  as  a  rule,  come 
to  an  end  because  the  world's  capital  is  exhausted. 
When  a  country's  entrepreneurs  have  spent  all  their 
own  money  and  all  that  they  can  borrow,  business  has 
evidently  reached  its  limit.  Then  new  enterprises  half 
completed,  large  projects  and  great  improvements  come 
to  a  standstill.  The  markets  may  be  demanding  twice 
the  output  of  factories,  and  the  railroads  may  need 
twice  as  many  cars  to  haul  the  goods  that  are  promised 
them,  but  no  more  cars  can  be  built  and  the  factories 
cannot  be  enlarged,  for  nobody  has  capital  to  lend. 

If  at  such  a  time  all  business  men  could  be  endowed 
with  a  perfect  understanding  of  the  situation  a  crisis 
and  long  period  of  depression  might  be  avoided.  Un- 
fortunately, however,  the  average  man  at  such  a  time 
refuses  to  believe  that  there  is  any  necessity  for  extreme 
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caution.  Laboring  men  of  all  classes  are  receiving 
high  wages,  and  the  markets  for  commodities  seem 
insatiable.  Each  small  producer  is  prone  to  believe  that 
fortune  would  smile  on  him  if  he  only  could  borrow  a 
little  more  money,  for  he  can  sell  his  goods  at  high  prices 
and  there  is  a  demand  for  more  than  he  can  produce. 
Accordingly  he  beseeches  his  banker  and  often  he  gets 
the  use  of  bank  credit  at  a  rate  of  interest  which  would 
be  ruinous  in  ordinary  times.  This  is  always  the  be- 
ginning of  the  end,  for  when  bankers  begin  to  expand 
their  loans  to  a  point  not  warranted  by  their  cash  on 
hand  the  country's  business  enters  a  zone  of  danger. 

The  ordinary  investor,  even  though  he  have  little 
knowledge  of  business  or  finance,  need  not  therefore  be 
entirely  in  the  dark  as  to  the  outlook.  The  business 
world  furnishes  for  him  a  sign  of  the  times  which  he  can 
understand  and  in  which  he  may  safely  place  great  con- 
fidence. It  is  the  market  rate  of  interest.  I  do  not 
mean  the  call  loan  rate  in  New  York  City.  That  has 
its  significance,  but  it  bears  little  relation  to  the  coun- 
try's supply  of  capital,  and  to  the  investor  is  not  of 
much  importance.  The  rate  of  interest  to  which  im- 
portance attaches  is  that  which  is  paid  by  the  great  in- 
dustries for  the  capital  which  they  borrow.  Are  the 
railroad  companies  and  great  industrial  organizations 
paying  a  higher  rate  for  capital  than  they  did  a  year  or 
two  ago?  Are  their  5  per  cent,  bonds  selling  below 
par?  Are  they  issuing  short  term  notes  at  high  rates 
of  interest?  Are  merchants  and  small  manufacturers 
unable  to  borrow  except  at  exorbitant  rates?  Is  money 
scarce  in  Europe  as  well  as  in  the  United  States  ?  Have 
the  banks  of  England,  France  and  Germany  raised 
their  rates  of  interest  to  heights  that  cause  comment 
in  the  newspapers?    If  the  answer  to  these  questions 
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is  in  the  affirmative,  then  let  the  investor  husband  his 
resources  and  be  patient.  Then  is  the  time  to  wait,  not 
to  buy. 

There  is  one  other  matter  concerning  which  every 
investor  should  keep  informed,  namely,  the  world's  pro- 
duction of  gold.  In  the  volume  on  Money  and 
Banking  of  this  series  the  effects  of  a  large  and 
long-continued  output  of  gold  upon  the  prices  of  com- 
modities are  described  and  explained.  The  level  of 
prices  is  the  index  to  the  value  of  gold.  If  the  supply 
of  the  metal  increases  more  rapidly  than  the  need  for 
it — and  the  need  for  it  can  grow  only  as  the  world's 
population  and  the  production  of  goods  increases — then 
gold  must  get  cheaper  and  the  general  level  of  prices 
higher. 

In  this  connection  the  consideration  of  importance 
to  the  investor  is  the  fact  that  corporate  stocks  must 
tend  to  advance  in  their  market  value  in  practically  the 
same  degree  as  the  prices  of  commodities.  It  must  not 
be  supposed  that  stocks  and  goods  keep  step.  On  the 
contrary,  stocks  usually  lead  the  advance,  being  often 
many  months  ahead  of  commodities,  for  the  new  gold 
from  the  world's  mines  first  finds  its  way  into  the  banks 
of  the  great  financial  centres  and  is  by  them  loaned  to 
the  daring  speculators  who  initiate  every  great  upward 
or  downward  movement  in  the  stock  markets.  But, 
whether  there  were  speculation  or  not,  the  advance 
would  take  place.  Stocks  represent  the  ownership  of 
property  or  goods.  If  conditions  increase  the  market 
value  of  the  property,  then  the  value  of  the  stocks  must 
also  rise,  for  they  are,  so  to  speak,  merely  the  titles  to 
the  property. 

The  investor,  in  this  connection  should  also  bear  in 
mind  that  corporate  bonds,  no  matter  how  gilt-edged 
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they  be,  do  not  follow  stocks  in  their  upward  movement 
during  a  period  of  prosperity. 

Events  leading  up  to  the  panic  of  1907  illustrate 
clearly  the  points  I  have  sought  to  make.  As  I  said 
in  an  article  in  the  Political  Science  Quarterly  for  Sep- 
tember, 1908:  "Of  the  economic  forces  at  work  during 
the  last  decade,  that  which  will  probably  appear  to  his- 
torians the  most  important  is  the  great  increase  in  the 
gold  supply  with  the  resultant  rise  of  prices.  Begin- 
ning in  1887  there  was  a  steady  increase  in  the  world's 
annual  output  of  the  yellow  metal,  and  since  1897 
the  production  has  been  at  a  rate  which  would  have 
caused  dismay  had  it  been  predicted  ten  years  before. 
In  1890,  according  to  statistics  compiled  by  the  director 
of  the  mint,  the  world's  supply  of  gold  available  for 
mometary  use  was  less  than  $4,000,000,000.  In  1907 
it  exceeded  $7,000,000,000.  At  the  same  time,  based 
upon  this  gold,  there  was  a  gigantic  expansion  of  bank- 
ing credit.  In  the  United  States,  bank  deposits  (in- 
cluding those  of  savings  banks)  increased  between  1890 
and  1907  from  $6,000,000,000  to  $19,000,000,000,  and 
practically  all  of  this  expansion  took  place  after  1897. 
According  to  computations  made  by  the  comptroller  of 
the  currency  the  item  of  individual  deposits  in  national 
and  state  banks  increased  from  $7,000,000,000  in  1900 
to  $13,000,000,000  in  1907.  During  the  same  period, 
the  advance  beginning  in  1897  and  ending  in  January, 
1907,  the  average  prices  of  commodities  in  gold-stand- 
ard countries  rose  some  40  per  cent.  In  the  stock 
market  the  upward  movement  of  prices  during  those  ten 
years  was  still  greater.  According  to  computations 
made  by  Mr.  James  H.  Brookmire  of  St.  Louis,  who 
bases  his  calculations  on  the  quotations  of  twenty  repre- 
sentative railroad  stocks,  the  lowest  point  was  touched 


xii  INVESTMENT  AND  SPECULATION 

in  December,  1896,  when  the  average  price  was  41. 
From  then  until  the  end  of  the  Boer  War  in  1902  there 
was  an  irregular  advance  to  130.  In  the  fall  of  1902 
began  a  decline  in  stocks  which  continued  until  Septem- 
ber, 1903,  the  lowest  point  which  these  stocks  touched 
being  88.  Then  began  a  more  rapid  upward  movement, 
continuing  through  1904  and  1905,  the  highest  point, 
138,  being  reached  in  January,  1906.  Throughout 
1906  the  prices  of  these  stocks  barely  held  their  own. 
A  rapid  downward  movement  began  in  January,  1907, 
until  in  March  they  touched  98;  then  they  advanced 
until  July,  when  a  decline  began  which  finally  carried 
them  during  the  October  panic  down  to  the  lowest  point 
of  82. 

"It  is  very  difficult  to  escape  the  conclusion  that  all 
this  advance  of  prices  and  expansion  of  credit  must  in  the 
main  be  attributed  to  the  great  increase  in  the  world's 
stock  of  gold.  This  prosperous  decade  had  much  more 
than  its  share  of  untoward  events  which  were  calculated 
to  restrict  enterprise  and  hold  credit  in  check.  There 
were,  for  instance,  our  own  war  with  Spain  in  1898, 
England's  war  against  the  Boers  in  1900  and  1901,  the 
Russo-Japanese  War  in  1904  and  1905,  the  anthracite 
coal  strike  in  1902,  and  the  Baltimore  and  San  Fran- 
cisco conflagrations.  Despite  all  these  events  and 
others  of  a  similar  character,  which  tended  to  waste 
capital  and  destroy  the  confidence  of  conservative  men 
in  the  business  outlook,  the  tide  of  prosperity  rolled 
on  almost  without  check  until  the  beginning  of  1907, 
prices  advancing,  the  stock  market  booming,  bank 
clearances  swelling,  the  average  man  convinced  that 
good  times,  being  deeply  rooted  in  natural  conditions, 
would  persist  so  long  as  the  sun  shone  and  the  rains 
fell. 
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"This  prosperity  was  by  no  means  confined  to  the 
United  States.  It  existed  in  Canada  on  the  same  scale 
as  here,  and  in  a  lesser  degree  throughout  Europe  and 
in  the  countries  of  South  America,  in  which  large  sums 
of  European  capital  were  invested.  For  example,  the 
loans  of  Canadian  banks  rose  from  $225,000,000  in  1896 
to  $712,000,0m)  in  1907.  The  total  bank  clearings  of 
the  United  States  increased  from  $51,000,000,000  in 
1896  to  $160,000,000,000  in  1906;  clearings  at  London 
rose  from  £7,500,000,000  to  nearly  £13,000,000,000; 
and  the  Paris  clearings  from  7,000,000,000  to  nearly 
18,000,000,000  francs.  This  growth  in  bank  clearings 
is  a  reflex,  of  course,  of  the  great  increase  in  the  pro- 
duction and  exchange  of  goods,  the  statistics  of  which 
need  not  be  presented  here. 

"During  all  this  marvelous  prosperity,  as  in  all  pre- 
vious similar  periods,  silent  forces  were  at  work  that 
w^ere  destined  to  bring  about  a  reaction.  Foremost 
among  these  was  the  insistent  demand  for  capital  for 
conversion  into  fixed  forms.  There  are  no  reliable 
statistics  showing  total  capital  outlays  in  this  country 
or  in  Europe.  We  know,  however,  that  in  the  United 
States  the  capital  needs  of  corporations,  as  indicated  by 
the  listing  of  stocks  and  bonds  on  the  New  York  Stock 
Exchange,  averaged  over  a  billion  dollars  a  year,  the 
total  in  1901  alone  having  been  two  and  a  half  million 
dollars.  These  figures,  however,  mean  very  little. 
What  is  much  more  significant  is  the  fact  that  the  ab- 
sorption of  capital  during  the  last  ten  years  in  railroads, 
in  the  construction  and  enlargement  of  industrial  plants, 
in  subways  and  tunnels,  in  the  development  of  South 
American  enterprises,  combined  with  the  positive  de- 
struction of  capital  in  three  very  costly  wars,  caused  a 
marked  advance  in  the  rate  of  interest  and  a  correspond- 
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ing  decline  in  the  prices  of  first-class  bonds.  In  1897 
prime  commercial  paper  sold  in  New  York  City  at  from 
3  to  3^  per  cent.  In  1904  it  sold  at  from  4  to  5  per 
cent.  In  1906  and  1907  the  rate  was  often  7  per  cent, 
and  the  average  was  fully  6  per  cent.  The  Bank  of 
England,  except  for  brief  intervals,  has  maintained 
rates  ranging  from  4  to  6  per  cent,  for  the  ten  years,  and 
finally  in  1907  it  advanced  its  rate,  as  the  result  of  the 
panic  in  the  United  States,  to  7  per  cent.  The  rates  of 
interest  at  other  European  financial  centers  were  corre- 
spondingly high.  The  most  spectacular  evidence  of  the 
shortage  of  investment  money  in  Great  Britain  was 
furnished  by  the  decline  of  consols  to  83. 

"In  the  United  States  the  extent  to  which  capital  was 
absorbed  by  long-time  investments  is  shown  by  the 
statistics  of  banks  and  trust  companies.  According  to 
Mr.  Muhleman,  the  national  and  state  banks  of  the 
United  States  increased  their  ownership  of  stocks  and 
bonds  from  $50,000,000  in  1892  to  $487,000,000  in  1907, 
while  the  amount  held  by  trust  companies  increased  from 
$142,000,000  in  1894  to  $785,000,000  in  1907.  Fur- 
thermore, the  loans  of  trust  companies,  which  are  largely 
secured  by  stocks  and  bonds,  increased  in  the  same 
period  from  $374,000,000  to  $1,602,000,000.  When  a 
bank  lends  upon  stocks  and  bonds  as  collateral  it  is  en- 
couraging the  investment  of  capital  in  corporate  enter- 
prises. Practically  the  bank's  own  money  is  being 
locked  up  in  long-time  investments. 

"During  1905  and  1906  there  came  to  light  evidence 
that  a  considerable  portion  of  the  public  was  willing  to 
take  long  chances  in  real  estate,  in  mines  and  in  numer- 
ous other  enterprises  of  a  speculative  nature.  This  ten- 
dency did  not  amount  to  mania  and  was  by  no  means 
confined  to  the  United  States.     In  Europe,  in  South 
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America,  in  Japan  and  in  Egypt  there  were  signs  that 
people  with  money  were  dissatisfied  with  the  compara- 
tively small  returns  yielded  by  high-priced  railroad  and 
industrial  stocks  and  were  seeking  to  get  rich  quickly  by 
participation  in  schemes  of  problematical  outcome.  It 
is  doubtful  if  this  speculative  diversion  of  loanable  funds 
deserves  to  be  regarded  as  an  important  antecedent  con- 
dition of  the  crisis,  yet  it  was  probably  a  contributing 
cause. 

"Meantime  the  banking  situation  was  steadily  grow- 
ing worse.  In  1897  the  cash  reserves  of  commer- 
cial banks  and  trust  companies  in  the  United  States 
amounted  to  about  18  per  cent,  of  the  net  liabilities. 
Thereafter  there  was  a  steady  decline  until  1907,  when 
the  cash  reserve  had  dwindled  to  10  per  cent.  Mr. 
Muhleman  in  a  new  edition  of  his  ^Monetary  and  Bank- 
ing Systems' — a  most  intelligent  and  satisfactory  man- 
ual of  financial  statistics — gives  on  page  107  a  table 
showing  a  decline  in  total  bank  reserves  from  17.9  per 
cent,  in  1897  to  11.3  in  1907.  In  the  same  table  he 
shows  that  the  amount  of  money  and  bank  deposits  *in 
the  hands  of  the  people  increased  during  this  period 
from  $4,000,000,000  to  over  $11,000,000,000.  The  de- 
cline in  the  ratio  of  banking  reserve  was  due  principally 
to  two  circumstances:  (1)  the  growth  of  trust-company 
deposits,  supporting  which  there  was  a  reserve  of  barely 
five  per  cent.;  (2)  the  relatively  smaller  cash  reserves 
kept  in  the  country  banks,  many  of  these  institutions 
having  been  tempted  by  high  rates  of  interest  to  invest 
heavily  in  call  loans  and  time  paper  in  New  York  city. 
It  is  true  that  the  amount  of  cash  in  the  vaults  of  country 
banks  increased  after  1897,  yet  their  liabilities  grew  in 
greater  proportion.  This  decline  of  the  country's  bank- 
ing reserve  is  regarded  by  some  as  a  sufficient  explana- 
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tion  of  the  crisis.  In  my  opinion,  however,  it  can  be 
regarded  merely  as  evidence  that  the  lending  power  of 
the  banks  was  severely  strained,  and  that  any  further 
great  extensions  of  credit  were  therefore  impossible. 
The  country's  low  bank  reserve  in  1906  certainly  meant 
that  the  country's  business  could  not  go  on  booming  and 
expanding  as  it  had  done  in  the  preceding  years,  but  it 
did  not  necessarily  presage  disaster.  The  situation, 
however,  was  bad  enough  to  make  every  conservative 
man  careful  as  to  his  ventures.  If  in  1906  the  banks  of 
the  country  could  have  had  competent  leadership  and 
could  have  been  made  to  see  the  necessity  for  the  care- 
ful husbanding  of  their  resources  and  for  the  restriction 
of  their  advance  upon  high-priced  collateral,  the  year 
1907  would  probably  have  passed  without  any  great 
financial  shock  or  serious  loss  to  business  interests.  Un- 
fortunately, however,  there  was  no  leader." 

The  rate  of  interest  rose  during  the  ten  years  after 
1900  simply  because  the  continued  advance  of  com- 
modity prices,  due  to  the  world's  large  output  of  gold, 
had  given  a  great  stimulus  to  all  forms  of  business  and 
industry.  When  prices  in  general  are  rising  from  year 
to  year  the  average  entrepreneur  makes  greater  money 
profits  than  when  they  are  tending  downward.  In  con- 
sequence he  is  eager  to  enlarge  his  operations  and  is  a 
bidder  for  more  capital.  Under  such  conditions  the 
demand  for  capital  increases  more  rapidly  than  the 
supply  and  the  rate  of  interest  rises.  This  is  what  hap- 
pened between  1850  and  1860.  Then  the  general  level 
of  conmiodity  prices  was  lifted  by  the  sudden  increase 
in  the  gold  supply  from  the  new  mines  of  California  and 
Austraha.  The  money  profits  of  business  were  so  large 
during  that  period  that  the  rate  of  interest  steadily  ad- 
vanced, just  as  it  has  done  in  the  first  decade  of  the 
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twentieth  century.  In  neither  decade  was  the  rate  of 
interest  the  cause  of  higher  prices;  on  the  contrary,  it 
would  be  nearer  the  truth  to  say  that  the  rise  of  prices 
was  responsible  for  the  higher  rate  of  interest. 

The  dechne  in  the  price  of  gilt-edge  bonds,  such,  for 
example,  as  the  British  Consols,  is  the  inevitable  expres- 
sion of  the  fact  that  the  rate  of  interest  has  risen.  In 
the  year  1895  municipalities  in  the  United  States  could 
sell  3  per  cent,  bonds  at  par,  for  then  the  supply  of 
capital  in  relation  to  the  demand  was  such  that  lenders 
were  obliged  to  accept  3  per  cent.  In  the  year  1910, 
however,  the  supply  of  loanable  capital  in  relation  to  the 
demand  was  much  smaller  and  lenders  were  able  to  get 
4^  per  cent.  Gilt-edge  bonds,  therefore  sold  on  that 
basis,  and  bonds  paying  less  than  4^^  per  cent,  sold  be- 
low par.  It  seems  a  contradiction  that  the  rate  of  inter- 
est should  rise  at  a  time  when  the  supply  of  money  is 
increasing  more  rapidly  than  the  demand.  This  contra- 
diction, however,  is  only  apparent.  The  increase  in  the 
supply  of  money  affects  the  prices  of  commodities,  for  it 
is  an  increase  in  the  supply  of  the  medium  of  exchange 
oflPered  for  goods.  Since  it  does  not  increase  the  supply 
of  the  world's  wealth  available  for  use  in  business,  it 
cannot  lower  the  rate  of  interest.  The  fact  that  the 
New  York  money  market  reached  a  5  per  cent,  basis 
in  1910  was  responsible  for  the  low  prices  of  bonds, 
but  not  for  the  high  prices  of  commodities. 

Joseph  Feench  Johnson. 
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CHAPTER  I 

DIFFERENCE  BETWEEN  SPECULATION  AND 
INVESTMENT 

1.  Close  similarity  of  speculation  and  investment. — 
No  subjects  have  a  more  wide-spread  interest  or  excite 
more  keenly  the  imagination  and  interest  of  the  ordinary 
person  than  speculation  and  investment.  Every  man  is 
in  a  sense  a  speculator.  Every  prudent  person  sooner 
or  later  becomes  an  investor.  We  speculate  when  we 
change  from  one  position  to  another,  or  when  we  choose 
our  careers;  we  take  chances  when  we  enter  into  almost 
any  of  the  ordinary  common  contracts.  Every  one 
fortunate  enough  to  possess  an  income  in  excess  of  his 
material  necessities,  if  he  is  at  the  same  time  prudent, 
endeavors  to  invest  safely  a  portion  of  his  earnings. 

The  dividing  line  between  speculation  and  investment 
many  authors  have  attempted  to  locate.  The  distinc- 
tion is  at  best  a  narrow  one,  and  the  authorities  do  not 
agree  upon  the  nature  of  the  division  which  should  be 
made.  There  are  a  large  number  of  points  in  which  the 
two  subjects  bear  a  close  similarity.  As  a  consequence 
it  is  really  impossible  to  discuss  speculation  without 
reference  to  the  investment  view-point,  and  in  the  same 
way  every  investment  when  intelligently  purchased  must 
be  considered  from  a  speculative  standpoint. 
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One  of  the  most  common  distinctions  made  between 
:^  \ ;  speculation  ,and  investment  is  that  the  investor  buys 
'""'  securities  or  some  productive  piece  of  property  in  order 
to  secure  an  income,  while  the  speculator  buys  not  to 
secure  a  steady  return  upon  his  money  but  to  take  advan- 
tage of  an  increase  in  the  price  of  his  purchase.  The 
illustrations  used  for  this  distinction  are  largely  stereo- 
typed. The  man  who  buys  a  government  bond  is 
frequently  taken  as  an  illustration  of  an  investor.  He 
realizes  that  the  value  of  government  bonds  is  almost 
fixed,  and  that  its  price  will  fluctuate  very  slightly  if 
'  at  all,  during  its  life.  He  purchases  the  security  be- 
cause he  has  surplus  funds  which  he  desires  to  put  at 
work,  thereby  adding  to  his  income.  The  return,  or 
interest,  which  is  paid  upon  the  security,  and  the  assur- 
ance that  at  the  end  of  the  period  his  money  will  be  re- 
turned, are  the  inducements  which  prompt  him  to  make 
the  purchase.  On  the  other  hand,  the  man  who  buys  the 
stock  of  a  bankrupt  railroad  company  quoted  at  an 
almost  nominal  figure,  believes  that  the  security  will  rap- 
idly enhance  in  value,  and  that  although  he  may  receive 
no  return  upon  the  stock  he  will  make  a  large  profit  be- 
cause of  the  advance  in  its  price. 

This  distinction  is  weak  and  unsatisfactory  because 
it  establishes  an  unreal  test.  For  example,  many  rail- 
roads at  the  present  time  have  a  reasonably  satisfactory 
financial  history,  and  their  earning  power  seems  to  be 
sufficient  to  meet  their  probable  needs,  yet  their  bonds 
sell  at  a  price  considerably  below  par.  The  purchaser  of 
these  securities  may  be  prompted  by  a  double  motive — 
first,  securing  a  return  upon  the  investment,  and  second, 
profiting  by  the  advance  in  the  price  of  the  security  to  or 
above  par  through  the  growth  in  the  prosperity  and 
financial  stability  of  the  company.     To  classify  this  in- 
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dividual  according  to  the  test  which  we  have  considered 
would  be  impossible.  Viewed  from  one  position  he  is 
a  speculator,  while  looked  at  from  another  he  is  an  in- 
vestor. 

2.  Distinction  between  speculation  and  investment. — 
The  second  test,  which  is  very  generally  accepted,  is 
succinctly  described  by  S.  S.  Pratt  in  "The  Work  of 
Wall  Street."     He  says: 

Speculation  is  an  investment  of  money  in  which  large  risk  is 
taken  in  expectation  of  great  gain.  But  it  is  not  easy  to  draw 
the  line  where  investment  ends  and  speculation  begins.  In  Wall 
Street  such  a  line  is  drawn,  but  it  is  an  arbitrary  division.  When 
a  security  is  bought  and  paid  for  in  full,  put  away  in  a  place 
of  safe  keeping  and  held  for  the  income  it  yields — that  is  called 
an  investment.  The  great  bulk  of  the  dealings  in  bonds  are  for 
investment.  When  a  security  is  bought  on  margin  and  held  for 
sale  as  soon  as  the  price  advances — ^that  is  speculation.  The 
bulk  of  the  dealings  in  stocks  is  speculative. 

There  is  an  element  of  speculation  in  most  invest- 
ments. Investors  who  pay  outright  for  their  securities 
are  generally  ready  to  sell  them  again  at  a  profit.  They 
buy  them  for  the  incomes,  but  if  the  advance  in  price  is 
large  enough,  the  profit  in  selling  may  be  more  attractive 
than  the  profit  in  keeping.  On  the  other  hand,  the 
speculator  buys  on  a  margin  to  sell  again  on  a  rising 
price,  but  he  buys  and  sells  on  an  income  basis  the  same 
as  the  investor.  All  wholesale  business  in  modern  trade 
is  done  on  credit  which  is  only  another  form  of  the 
Wall  Street  system  of  margins.  The  merchant  who 
restricts  his  purchases  to  the  amount  his  cash  capital 
can  pay  for  in  full,  must  do  a  comparatively  small  busi- 
ness. The  wholesaler's  capital,  in  a  certain  sense,  cor- 
responds to  the  speculator's  margin.  The  former  buys 
on  time  and  borrows  of  the  bank  the  money  to  pay  for 
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the  goods  as  the  time  for  payment  approaches.  With 
a  capital  of  $100,000  he  may  buy,  perhaps,  $500,000 
worth  of  goods. 

It  is  only  by  a  system  of  credits  that  the  great  opera- 
tions of  modern  business  can  be  conducted.  The  specu- 
lator buys  stocks,  like  the  merchant,  on  credit.  With  a 
capital  of  $10,000  the  investor  can  buy  100  shares  of 
stock,  selling  at  par  value  of  $100  per  share,  and  pay 
for  them  in  full.  But  with  $10,000  deposited  as  a  mar- 
gin the  speculator  can  buy  1,000  shares.  Of  course  the 
risk  is  much  greater.  If  the  price  declines  the  specu- 
lator may  lose  his  entire  margin  or  capital ;  but  the  mer- 
chant also  runs  a  risk  in  buying  goods  in  excess  of  the 
amount  of  his  capital.  Except  that  there  is  a  greater 
mobility  in  the  stock  market  than  in  other  markets  so 
that  changes  in  prices  are  more  rapid  and  extreme,  the 
risk  in  both  cases  is  equal. 

3.  All  men  are  speculators. — The  operations  of  the 
merchant  and  the  speculator  are  therefore,  in  the  last 
analysis,  essentially  the  same.  If  all  business,  whether 
in  stocks  or  in  trade,  were  conducted  strictly  on  the  cash 
or  mvestment  basis,  the  transactions  would  be  very  lim- 
ited. Credit  means  expansion  and  activity.  In  times 
of  panic,  when  credit  is  withdrawn,  speculation  ceases 
and  all  business  becomes  of  the  investment  order.  Then 
stagnation  sets  in,  wages  fall,  and  widespread  suffering 
is  caused.  Some  oiie  has  said  that  speculation  is  "a  dis- 
ease of  the  mind";  but  Henry  Clews,  in  his  testimony 
before  a  legislative  committee  which  investigated  cor- 
ners in  1881  gave  a  serious  and  better  definition.  He 
said: 

Speculation  is  a  method  for  adjusting  differences  of  opinion 
as  to  future  values,  whether  of  products  or  of  stocks.  It 
regulates  production  by  instantly  advancing  prices  when  there 
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IS  a  scarcity,  thereby  stimulating  production,  and  by  depressing 
prices  when  there  is  an  overproduction. 

The  speculator  may  be  defined  as  a  man  who,  making 
a  study;  of  business  conditions  and  of  the  earning  power 
of  the  companies  in  whose  stocks  he  purposes  to  trade, 
buys  because  he  beheves  that  prices  ought  to  advance, 
or  sells  because  he  believes  they  will  fall ;  and  does  so  on 
a  margin  ample  to  protect  him  against  any  ordinary 
vicissitudes  of  the  market.  He  exercises  the  same 
foresight  and  conservatism  as  does  the  merchant  who 
places  a  large  order  for  goods. 

The  gambler  in  stocks  is  one  who  "goes  it  blind,"  who 
buys  and  sells  without  study  of  conditions  or  of  the 
property  in  which  he  invests,  who  trusts  to  chance.  He 
often  risks  more  than  he  can  afford  to  lose,  perhaps  wast- 
ing the  savings  of  many  months  in  one  transaction.  He 
might  as  well  risk  his  money  on  a  horse  race  or  a  roulette 
table.  Wall  Street  is  full  of  gamblers  of  this  kind. 
"People  will  deal  in  chance,"  said  Jay  Gould  to  a  United 
States  Senate  committee.  "Your  minister,  doctor  and 
barber  have  all  the  same  interest  in  speculation." 

The  distinction  which  Mr.  Pratt  makes  between  in- 
vestment and  speculation  is  regarded  by  many  as  not 
entirely  satisfactory.  It  consists  of  a  comparison  of 
extremes.  It  is  necessary  that  this  radical  difference  be 
understood  before  a  more  careful  distinction  can  be 
made.  Investment  consists  in  the  exchange  of  money 
for  property  which  is  believed  to  be  of  such  stable  value 
that  the  principal  sum  may  be  recovered  either  by  the 
sale  of  the  security  or  through  its  redemption  at  some 
definite  date  by  the  issuing  company.  In  addition  the 
purchaser  must  be  assured  that  he  will  receive  a  satis- 
factory and  constant  return  for  the  use  of  his  money. 
Furthermore,  the  wise  investor  demands  that  his  money 
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shall  not  only  be  secure  and  that  a  satisfactory  income 
be  assured,  but  also  that  there  shall  be  a  sufficiently  wide 
market  for  his  investment  to  enable  him  to  dispose  of  it 
quickly  and  rapidly  in  case  he  desires  to  convert  his 
holdings  into  cash. 

Speculation,  as  Mr.  Pratt  says,  is  the  taking  of  long 
chances  in  expectation  of  great  gain.  A  shrewd  man 
speculates  with  his  eyes  open  to  the  risks  which  he  is 
taking.  He  calculates  them  as  accurately  as  possible 
and  then  decides  whether  the  chances  of  profit  are  suffi- 
cient to  compensate  him  for  his  chances  of  loss. 

The  criticism  most  commonly  made  is  that  one  man 
may  regard  a  proposition  as  an  investment  which  an- 
other declares  to  be  a  speculation.  The  world  is  full  of 
illustrations  of  this.  Day  laborers,  men  of  meager  sal- 
aries, in  fact  almost  every  class  whose  earning  are  limited 
and  who  must  husband  every  resource,  will  plunge  into 
glittering  wild-cat  schemes  which  are  declared  by  their 
promoters  to  be  safe  investments,  but  which  in  reality 
are  desperate  speculative  snares.  A  few  of  these  may 
turn  out  partial  or  even  satisfactory  successes.  The 
great  majority  of  them  never  have  a  chance  of  becoming 
solid  and  substantial  propositions.  The  deluded  buyer 
may  for  a  time  regard  the  disposition  of  his  savings  as 
an  investment.  He  later  finds,  to  his  sorrow,  that  in 
reality  it  was  a  foolhardy  speculation. 

This  criticism  loses  much  of  its  force  if  the  definition 
is  applied,  not  from  the  stand-point  of  an  inexperienced 
person,  but  from  the  point  of  view  of  the  collective 
judgment  of  acute  and  experienced  investors  and  ob- 
servers of  conditions.  The  consensus  of  opinion  of 
those  who  have  made  a  study  of  the  particular  security, 
and  a  business  of  judging  of  properties  of  this  class, 
gives  to  each  offering  its  proper  category.     It  is  not  so 
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much  the  judgment  of  the  individual  as  the  collective 
judgment  of  the  community  which  must  be  considered. 
Thus  a  security  may  at  the  time  it  is  first  floated  be  re- 
garded as  a  rank  speculation,  but  wise  management  and 
the  development  of  latent  and  too  generally  discounted 
resources  may  so  improve  its  earning  power  and  com- 
pletely demonstrate  the  value  of  its  property  as  to  cause 
a  reversal  of  opinion  and  the  placing  of  its  securities  in 
the  class  of  high  grade  investments. 

4.  Practical  importance  of  understanding  difference. 
—The  distinction  between  speculation  and  investment 
is,  however,  an  academic  question  to  which  we  need  give 
but  little  attention.  The  important  point  for  us  to  re- 
member is  that  the  speculator  and  investor  look  at  the 
securities  or  properties  in  which  they  are  trading  from 
different  stand-points.  The  speculator  is  an  opportun- 
ist. He  places  his  faith  to  a  large  degree  upon  a  quick 
turn  based  many  times  upon  conditions  which  have  little 
or  nothing  to  do  with  the  considerations  entering  into 
the  decision  of  the  investor.  The  experienced  specu- 
lator, it  must  be  understood,  generally  makes  a  careful 
study  of  the  business  conditions  and  the  earning  power 
of  the  companies  in  whose  stocks  he  proposes  to  trade. 
He  discounts  both  of  these  factors  to  the  fullest  degree 
in  forming  his  judgment.  He,  however,  feels  but  a 
temporary  and  transient  interest  in  the  property  he  buys, 
for  he  hopes  to  sell  it  again  in  a  short  time.  The  in- 
vestor regards  himself  in  a  certain  sense  as  becoming 
a  partner  in  the  business  enterprise.  As  such  he  makes 
a  careful  and  intimate  study  of  its  probable  future,  its 
assets  and  its  earning  power.  The  speculator  regards 
himself  as  one  who  has  no  intention  of  making  a  perma- 
nent connection,  but  rather  secures  an  option  upon  cer- 
tain property  in  the  belief  that  it  may  turn  out  to  be 
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valuable.  This  is  particularly  true  where  the  specu- 
lator trades  upon  margin  or  buys  a  privilege.  The 
strongest  proof  of  the  correctness  of  this  diagnosis  is 
found  in  the  fact  that  there  is  but  little  speculation 
in  bonds.  If  there  is  no  possibility  of  a  large  advance 
in  their  price  they  are  sought  only  by  investors.  It  is  the 
stocks  of  corporations  which  furnish  a  medium  for  most 
of  our  speculative  transactions,  for  it  is  here  that  the 
largest  possibilities  of  fluctuation  are  to  be  found.  The 
speculator  regards  the  shares  of  stock  which  he  buys 
largely  as  pawns  in  the  game  which  he  is  playing. 


CHAPTER  II 

THE  MARKET  FOR  SECURITIES 

5.  Where  securities  are  dealt  in, — The  study  of  In- 
vestment and  Speculation  concerns  itself  with  the  secur- 
ities issued  by  governments,  states,  municipalities  and 
private  corporations.  Naturally  the  first  question 
which  arises  has  to  do  with  the  markets  which  exist  for 
these  securities.  If  we  do  not  know  where  bonds  and 
stocks  are  bought  and  sold  and  who  sells  and  buys  them 
we  cannot  progress  far  with  the  study  of  their  charac- 
teristics or  values.  Anyone  may  buy  and  sell  securities, 
but  where  the  transactions  reach  a  large  scale  markets 
spring  up,  and  where  the  markets  are  taken  in  charge  by 
regular  organizations  and  controlled  by  rules  such  mar- 
kets become  stock  exchanges.  It  does  not  follow,  how- 
ever, that  all  important  transactions  are  made  upon  the 
stock  exchanges,  although  the  importance  of  these  or- 
ganizations is  constantly  becoming  greater.  The  larg- 
est American  stock  exchange  is  in  New  York  City  and 
here  for  the  past  decade  there  have  been  average  an- 
nual sales  of  shares  of  196,500,000,  at  prices  involving 
an  average  annual  turnover  of  nearly  $15,500,000,000; 
bond  transactions  in  the  same  period  averaged  about 
$800,000,000  a  year. 

6.  Stock  Eocchange  the  largest  single  market, — From 
these  figures  it  will  be  seen  that  a  much  larger  propor- 
tion of  the  stock  than  of  the  bond  business  is  concen- 
trated on  the  exchanges.  This  shows  how  large  a  part 
speculation  plays  in  Stock  Exchange  operations,  specu- 
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lation  being  largely  confined  to  stocks  and  but  little  ex- 
istent in  bond  dealings.  It  is  generally  estimated  that 
not  more  than  one-third  the  total  bond  sales  in  New 
York  City  take  place  on  the  Stock  Exchange.  In  the 
case  of  Government  bonds  more  than  nine-tenths  of  the 
sales  are  made  directly  by  two  or  three  dealers  and 
prices  reported  from  the  "board,"  as  the  Exchange  is 
often  termed,  are  little  more  than  nominal.  Fully 
nine-tenths  of  the  transactions  in  municipal  bonds  take 
place  in  other  quarters  than  on  the  Stock  Exchange. 
This  business,  also,  is  largely  in  the  hands  of  dealers 
and  New  York  City  bonds  are  the  only  ones  which  find 
a  ready  market  on  the  exchange. 

The  New  York  Stock  Exchange  is,  however,  by  far 
the  largest  single  market  in  the  country,  both  for  bonds 
and  stocks.  There  is  seldom  a  year  in  which  at  least 
half  a  billion  of  new  bonds  are  not  listed  on  this  ex- 
change and  up  to  June  24,  1909,  there  had  been  Hsted 
since  January  1  of  the  same  year  $1,4^1,897,670  new 
securities,  of  which  $670,000,000  were  bonds.  There  is 
also  a  smaller  exchange  in  New  York,  the  Consolidated, 
and  large  dealings  in  both  stocks  and  bonds  are  also 
carried  on  in  Broad  Street  under  the  name  of  the  Curb. 
This  market  is  but  little  organized,  although  the  total 
of  its  transactions  are  large.  There  are  important  stock 
exchanges  in  other  cities,  particularly  in  Boston,  Chi- 
cago and  Philadelphia,  and  finally  there  is  a  great 
amount  of  buying  and  selling  of  securities,  especially 
of  bonds,  among  the  banking  firms,  Stock  Exchange 
firms  with  bond  departments,  and  banks  and  trust  com- 
panies with  bond  departments.  Although,  as  already 
stated,  the  greater  portion  of  all  dealings  in  bonds  and 
especially  in  United  States  governments  and  municipals, 
is  carried  on  privately,  or  "over  the  counter,"  the  ten- 
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dency  toward  employing  the  Stock  Exchange  as  the 
major  market  is  steadily  increasing.  Many  issues, 
formerly  traded  in  only  among  dealers,  now  find  a  mar- 
ket on  the  board  and  the  value  of  a  Stock  Exchange 
membership  is  more  appreciated  by  the  bond  houses 
than  formerly.  Indeed  every  small  bond  house  is  am- 
bitious to  own  a  Stock  Exchange  seat.  It  is  often  ad- 
vantageous for  purposes  of  record  to  have  important 
transactions  carried  through  on  the  board  and  the 
information  which  the  Exchange  requires  from  all  cor- 
porations seeking  to  have  securities  Hsted  is  of  assist- 
ance in  arousing  the  interest  of  investors  in  these  se- 
curities. 

7.  Markets  created  by  savings, — If  for  a  moment 
we  drop  the  subject  of  speculation  and  consider  only 
the  more  important  matter  of  investment  we  will  find  a 
significant  relation  between  investment  and  geography. 
Primarily,  dealing  in  securities  is  greatest  where  the  in- 
vestment demand  is  greatest  and  the  extent  to  which 
funds  seek  investment  is  determined  to  no  small  extent 
by  locality.  The  reason  for  this  is  the  fact  that  gen- 
erally in  the  older  communities  a  much  larger  propor- 
tion of  all  wealth  has  been  saved  and  is  available  for 
investment.  In  new  communities  every  resource  is  em- 
ployed in  developing  the  land  and  putting  up  dwellings, 
but  in  New  England,  New  York  and  a  few  other  eastern 
states  there  are  hundreds  of  thousands  of  persons,  many 
of  them  women,  who  have  more  money  than  is  imme- 
diately needed  for  carrying  on  the  pressing  daily  busi- 
ness of  the  locality  in  which  they  live  and  this  money 
finds  its  way  chiefly  into  the  securities  of  public  and 
private  corporations. 

As  the  West  grows  richer  there  is  an  increasing  sur- 
plus for  investment,  but  it  is  still  true  that  the  central 
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investment  markets  are  in  the  East  and  especially  in 
New  England,  New  York  City  and  Philadelphia. 
Here  the  bulk  of  the  trading  in  bonds  is  carried  on  and 
here  too  are  the  leading  stock  exchanges. 

8.  Functions  of  the  savings  hanks, — The  best  proof 
of  the  foregoing  statements  may  be  found  in  the  rela- 
tion of  the  mutual  savings  banks  of  New  England  and 
New  York  to  the  investment  situation.  In  these  states 
there  are  savings  banks,  entirely  mutual  in  character 
and  managed  solely  in  the  interest  of  the  depositors, 
there  being  no  stock  or  dividends,  which  receive  very 
small  sums  from  millions  of  depositors  and  which  in 
turn  invest  the  money  largely  in  high  grade  bonds. 
These  banks  have  about  $2,000,000,000  invested  in 
bonds  and  their  purchases  prove  a  most  far-reaching 
factor  in  the  investment  markets.  The  larger  life  in- 
surance companies  are  nearly  all  situate  in  New 
England,  New  York  and  Eastern  Pennsylvania  and 
these  companies  are  as  large  buyers  of  bonds  as  the 
savings  banks.  The  fire  insurance  companies  also  are 
purchasers  to  be  reckoned  with  in  both  the  stock  and 
bond  markets  and  the  majority  of  such  concerns  are 
in  New  England  and  New  York.  Finally  there  are 
many  trust  estates,  universities,  colleges  and  philan- 
thropic institutions  in  the  great  eastern  centres  of  pop- 
ulation which  are  constantly  seeking  investments. 

9.  Chicago  a  growing  investment  centre. — In  New 
York  there  are  391  firms  dealing  in  securities.  In 
Boston  we  find  129  and  in  Philadelphia  122.  Chicago 
is  a  poor  fourth  with  101  and  then  come  Baltimore, 
Cincinnati,  Pittsburgh  and  St.  Louis  with  44,  42,  39 
and  35  respectively.  These  figures  plainly  show  how 
the  East  still  holds  the  supremacy  in  investment  affairs 
but  similar  figures  ten  years  from  now  will  probably 
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reveal  a  wholly  different  situation.  The  Chicago  Stock 
Exchange  is  being  enlarged  and  many  corporations 
which  formerly  maintained  transfer  offices  only  in  New 
York  and  permitted  their  securities  to  be  traded  in  on 
the  New  York  Exchange  alone  are  opening  offices  in 
Chicago  and  adding  their  stocks  and  bonds  to  the 
Chicago  Exchange.  According  to  competent  authority 
the  bonds  houses  of  Chicago  distributed  $250,000,000 
of  bonds  in  1909,  but  a  decade  later  they  will  be  expected 
to  distribute  twice  that  amount  annually. 

10.  Stock  exchanges  as  speculative  markets. — Bonds 
and  stocks  which  are  bought  for  permanent  investment 
may  be,  and  in  the  case  of  certain  classes  of  securities 
usually  are,  traded  in  outside  the  regular  stock  ex- 
changes but  when  we  come  to  the  study  of  speculative 
operations  in  securities  we  find  that  such  operations  are 
almost  always  confined  to  the  stock  exchanges.  Even 
where  no  transaction  takes  place  and  the  customer  of 
what  by  courtesy  alone  is  termed  a  "broker"  places  a 
bet  on  the  change  in  prices  as  indicated  by  actual  trans- 
actions made  by  other  persons  the  bucket  shop  where 
he  gambles  often  pretends  to  have  made  a  sale  or  pur- 
chase on  some  more  or  less  mythical  stock  exchange. 
Whatever  the  evils  of  speculation  may  be  it  should  be 
thoroughly  understood  at  the  start  that  the  purchase 
and  sale  of  securities  on  any  of  the  larger  exchanges 
are  real,  actual  transactions.  By  means  of  collusion 
and  various  private  arrangements  the  capital  invested  in 
speculative  transactions  may  be  small  but  the  delivery 
of  the  securities  has  to  be  made  and  paid  for  just  the 
same  as  if  a  savings  bank  were  buying  for  permanent 
investment. 

11.  Element  of  speculation  present  in  all  business, — 
Nor  should  it  be  supposed  that  only  on  the  Stock  Ex- 
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change  does  speculation  occur.  It  is  found  in  every 
walk  of  life.  The  ordinary  merchant  who  buys  a  large 
stock  of  goods  in  anticipation  of  a  rise  in  price  due  to  ad- 
vance in  the  tariff  schedule  is  a  speculator.  The  man 
who  buys  a  store  property  upon  an  important  retail  street 
in  a  large  city,  feeling  certain  that  with  the  growth  in 
the  community  its  value  will  be  increased,  is  a  speculator. 
The  shrewd  observer  who  believes  that  because  of  a 
small  crop  the  price  of  a  product  will  rapidly  advance 
in  the  months  preceding  its  harvest,  and  who  buys 
large  quantities  in  anticipation  of  such  a  rise,  is  a  specu- 
lator. 

The  bulk  of  speculation,  however,  is  carried  on  in 
connection  with  either  the  stock  exchange  or  the  produce 
exchange  for  the  reason  that  they  afford  a  quick  and 
instantaneous  market  in  which  purchases  can  be  resold. 
The  merchant  who  buys  his  stock  of  goods  in  anticipa- 
tion of  a  rise  in  price  through  a  tariff  change,  for  ex- 
ample, can  only  realize  his  profit  after  he  has  slowly 
disposed  of  his  stock  in  the  ordinary  course  of  trade. 
This  may  take  many  months.  The  speculator  in  the 
stock  or  grain  market  can  take  his  profit  in  five  minutes 
with  a  single  transaction  upon  the  exchange. 


CHAPTER  III 

ORGANIZATION  AND  OPERATION  OF  THE  STOCK 
EXCHANGE 

12.  The  New  York  Stock  Exchange, — The  keystone 
of  the  structure  of  speculation  is  the  stock  exchange. 
The  New  York  Stock  Exchange  as  being  by  far  the 
most  important  merits  a  detailed  study.  To  begin 
with  it  is  an  unincorporated  organization. 

Its  object  as  stated  in  its  constitution,  "shall  be  to 
furnish  exchange  rooms  and  other  facilities  for  the  con- 
venient transaction  of  their  business  by  its  members; 
and  to  promote  and  inculcate  just  and  equitable  prin- 
ciples of  trade  and  business."  These  three  objects  are 
faithfully  carried  out  by  the  exchange. 

The  home  of  the  exchange,  situated  in  the  heart  of  the 
financial  quarter  of  New  York  usually  known  as  "the 
Wall  Street  district,"  is  unexcelled  in  point  of  magnifi- 
cence and  convenience. 

The  managers  of  the  New  York  Stock  Exchange 
have  been  successful  in  their  efforts  to  maintain  pre- 
scribed standards  of  integrity  among  its  members. 
Membership  in  the  exchange  is  a  very  valuable  privilege, 
which  in  boom  times  is  eagerly  sought  after.  The  mem- 
bership having  reached  the  limit,  entrance  can  be  secured 
now  only  through  the  purchase  of  the  seat  of  a  deceased 
or  insolvent  member  or  of  some  one  about  to  retire  from 
business.  The  word  "seat"  is  a  misnomer.  In  early 
days  the  brokers  had  seats  in  a  room  arranged  like  the 
ordinary  legislative  chamber,  but  at  the  present  time  the 
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business  of  the  exchange  is  handled  upon  a  great  floor, 
the  brokers  standing  or  moving  around  to  transact  their 
business.  The  sale  of  a  "seat"  merely  gives  the  member 
the  right  of  entrance  to  the  floor,  which  is  open  only 
to  members  or  their  representatives  and  to  the  em- 
ployes of  the  exchange.  The  qualifications  for  member- 
ship in  the  exchange  are  simple.  The  applicant  must 
be  a  citizen  of  the  United  States  and  at  least  21  years 
of  age.  All  applications  for  membership  and  all  ap- 
plications for  reinstatement  of  suspended  members  are 
referred  to  the  Committee  on  Admissions. 

13.  Government  of  the  exchange, — The  government 
of  the  stock  exchange  is  vested  in  a  Governing  Com- 
mittee composed  of  the  president,  treasurer  and  forty 
members.  The  members  of  the  Governing  Committee 
and  the  secretary  constitute  the  officers  of  the  exchange. 
One-fourth  of  the  membership  is  elected  each  year.  The 
Governing  Committee  is  all  powerful  in  the  exchange. 
Its  powers  correspond  in  a  general  way  to  those  of  a 
board  of  directors  of  a  corporation.  Among  its  duties, 
for  instance,  are  the  following:  (1)  It  determines  the 
manner  and  form  by  which  its  proceedings  shall  be  con- 
ducted; (2)  it  has  the  power  to  appoint  all  committees 
and  regulate  their  jurisdiction;  (3)  it  has  supervisory 
jurisdiction  over  all  matters  referred  to  sub-commit- 
tees; (4)  it  has  the  power  to  try  all  members  for  alleged 
offenses  and  punish  them  if  found  guilty;  (5)  it  has 
control  of  the  finances  of  the  exchange  and  fixes  the 
amount  of  fees;  (6)  it  is  vested  with  all  powers  neces- 
sary for  the  guidance  of  the  exchange  and  of  its  mem- 
bers. 

The  officers  of  the  exchange  are  president,  secretary 
and  chairman.  The  president  directs  the  enforcement 
of  rules   and  regulations   and  may   preside  over  the 
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exchange  whenever  he  may  care  to  do  so.  He  is  also  the 
presiding  officer  of  the  Governing  Committee.  The 
chairman  of  the  exchange  is  appointed  by  the  Govern- 
ing Committee.  It  is  his  duty  to  preside  over  the  ex- 
change during  business  hours,  to  maintain  order,  enforce 
the  rules  and  impose  fines  and  penalties.  He  is  not 
permitted  to  buy  or  sell  personally  upon  the  floor  of  the 
exchange. 

14.  Exchange  committees, — In  addition  to  the  Gov- 
erning Committee  there  is  a  large  number  of  so-called 
standing  committees,  to  each  of  which  is  assigned  special 
duties.  The  number  of  these  committees  vary,  being 
larger  in  the  New  York  Exchange  than  in  other  ex- 
changes. The  most  important  of  these  standing  com- 
mittees in  the  case  of  the  New  York  Stock  Exchange 
are: 

1.  Committee  of  Arrangements,  composed  of  seven 
members,  which  makes  and  enforces  all  rules  necessary 
to  the  conducting  of  business  on  the  exchange.  It  con- 
siders all  complaints  of  violation  of  rules,  controls  and 
regulates  the  quotation  service  and  all  telegraph  or 
telephone  connections  with  the  exchange.  In  addition 
this  committee  has  charge  of  the  employes  of  the  ex- 
change and  of  the  physical  condition  of  the  property. 

2.  Committee  on  Admissions,  composed  of  fifteen 
members,  passes  upon  all  applications  for  the  transfer 
of  seats  and  of  suspended  members  for  reinstatement 
to  the  usual  privileges.  A  vote  of  two-thirds  of  the 
committee  is  necessary  to  elect  to  membership  or  to  re- 
instate a  suspended  member. 

3.  Arbitration  Committee,  which  investigates  and  de- 
cides all  claims  and  differences  between  members  of  the 
exchange  arising  out  of  contracts  subject  to  the  rules  of 
the  exchange.     If  the  committee  is  unable  to  decide,  or 
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if  the  parties  both  desire,  the  controversy  between  the 
members  may  be  brought  into  the  courts  in  the  regular 
manner.  The  decision  of  the  committee,  when  rendered, 
is  final  in  all  cases,  unless  an  appeal  is  taken  by  a  mem- 
ber of  the  committee.  All  controversies  involving 
$2,500  or  over  may  be  appealed  by  either  party  to  the 
Governing  Committee,  which  may  finally  adjudicate  the 
case  or  advise  the  parties  to  secure  their  remedy  at  law 
or  direct  a  re-hearing  by  the  Arbitration  Committee. 

The  fourth  committee  is  the  Committee  on  Clearing 
House.  This  committee  is  composed  of  five  members 
and  has  charge  of  the  clearing  of  the  business  of  the  ex- 
change and  the  preparation  of  the  financial  reports  aris- 
ing out  of  the  performance  of  this  work. 

In  addition  to  this  there  are  a  number  of  other  com- 
mittees whose  names  indicate  their  duties.  The  most 
important  are  the  Committee  on  Commissions,  regulat- 
ing and  enforcing  the  commissions  to  be  charged  by 
members ;  Committee  on  Constitution,  Finance  Commit- 
tee, Committee  on  Insolvency  and  Law  Committee. 

The  Committee  on  Securities  makes  the  rules  regulat- 
ing the  delivery  of  securities  from  one  member  to  an- 
other and  the  settlement  of  contracts  between  members. 

The  Committee  on  Stock  List  considers  all  applica- 
tions for  placing  securities  upon  the  list  of  the  exchange. 

This  organization  of  the  exchange  at  first  glance 
seems  complicated,  yet  in  reality  it  is  very  simple  when 
compared  with  the  magnitude  of  the  business  involved 
and  the  complexity  of  questions  which  constantly  arise. 
A  considerable  number  of  these  committees  are  very 
inactive,  meeting  infrequently  and  having  little  work 
to  consider.  The  exchange  is  a  self-governing  body 
whose  operations  have  been  eminently  successful.  The 
rigidity  of  the  discipline  maintained  and  the  swift  pun- 
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ishment  meted  out  to  all  offenders  make  infractions  of 
the  rules  comparatively  infrequent. 

15.  Method  of  doing  business, — The  building  of  the 
exchange  consists  of  two  floors.  The  lower  is  used  by- 
employes  and  members  for  cloak  rooms  and  other  nec- 
essary purposes.  The  main  floor  of  the  exchange  is 
surmounted  by  a  high  dome,  through  which  light  and 
air  are  obtained.  Around  the  walls  is  a  seemingly  end- 
less series  of  telephone  booths,  each  of  which  is  leased 
to  some  member  of  the  exchange  and  is  used  by  him 
many  times  each  day  in  communicating  with  his  ofiice 
for  the  purpose  of  securing  orders  and  reporting  the 
success  of  his  negotiations.  The  major  portion  of  the 
main  floor  is  given  up  to  the  exchange  "floor."  This  is 
a  great  open  space,  scattered  over  which  are  a  large 
number  of  posts.  Each  of  these  posts  bears  a  sign  upon 
which  are  printed  the  names  of  the  stocks  which  are 
traded  in  at  this  point.  Sometimes  a  single  stock  will 
be  given  a  post,  while  sometimes  a  number  of  stocks  will 
be  grouped  together  at  one  post.  There  is,  therefore, 
some  particular  spot  in  the  room  for  the  purchase  and 
sale  of  each  security.  For  example,  there  is  the  sugar 
post  where  the  stock  of  the  American  Sugar  Refining 
Company  is  traded  in.  There  is  another  post  at  which 
stock  may  be  borrowed  for  delivery  on  short  contracts, 
and  still  another  for  the  sale  of  call  money.  When  a 
member  secures  an  order  to  buy  stock  he  goes  to  the 
proper  post  and  cries  out  how  much  he  wants  and  the 
price  which  he  will  pay,  starting,  of  course,  at  or  below 
the  last  quotations.  All  the  other  brokers  who  have  that 
stock  for  sale  gather  around  the  post,  each  crying  out 
the  price  at  which  he  will  sell  the  quantity  desired.  At 
first  the  buyer  and  seller  are  at  extremes — one  may  of- 
fer 65  and  the  other  may  demand  67%.     Each  rap- 
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idly  approaches  the  other — one  offering  an  eighth  more 
than  his  previous  offer,  the  other  dropping,  if  he  sees 
fit,  in  the  same  degree.  This  continues  until  the  broker 
offers  the  stock  at  the  price  which  is  agreeable  to  the 
buyer.  The  latter  shouts  "Taken,"  and  both  make  a 
simple  memorandum  upon  a  little  pad  which  they  carry 
in  their  hands.  All  that  is  set  down  is  * 'bought"  or 
"sold,"  the  number  of  shares,  initials  representing  the 
names  of  the  stock,  the  price,  and  name  of  the  other 
party.  Thus  amid  a  ceaseless  roar  which  is  utterly  un- 
intelligible to  the  uninitiated — seeming  like  the  cries 
around  the  Tower  of  Babel  to  the  interested  visitor  in 
the  gallery — is  transacted  in  a  simple  and  informal  man- 
ner millions  of  dollars  of  business  during  each  working 
day.  The  exchange,  which  to  the  outsider  at  all  times 
seems  turbulent,  becomes  an  arena  of  fighting,  frenzied 
men  whenever  there  is  great  activity  in  the  market  and 
sharp  variations  in  prices.  When  a  broker  has  bought 
or  sold  in  the  exchange  he  reports  the  transaction  as 
soon  as  convenient  by  telephone  to  his  office.  Within  an 
hour  from  the  closing  of  the  exchange  each  office  sends 
out  a  slip  or  ticket  memorandum  covering  each  transac- 
tion to  the  other  firm  involved.  This  comparison  is  in- 
tended to  check  up  mistakes  which  may  have  occurred. 
As  a  matter  of  fact,  it  is  remarkable  how  few  differences 
exist.  In  spite  of  the  fact  that  large  transactions  are 
constantly  being  made,  that  the  contracts  are  oral  and 
are  made  amid  turmoil  and  confusion,  the  agreements 
are  honorably  fulfilled  by  the  members  and  compara- 
tively few  controversies  ever  arise. 

16.  Penalties  for  insolvency  of  members, — An  inex- 
orable condition  of  membership  in  the  Exchange  is  that 
no  member  shall  be  allowed  to  trade  upon  the  Exchange 
after  he  has  become  insolvent.     The  business  of  a  stock- 
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broker  is  hazardous.  During  good  years  large  profits 
are  made,  but  these  may  be  wiped  out  by  a  single  mis- 
take of  judgment  or  lack  of  caution  in  an  hour  of  panic. 
The  trading  of  members  with  each  other  is  upon  the 
faith  of  the  ability  of  each  to  carry  out  his  part  of  the 
contract.  The  failure  of  one  house  frequently  drags 
down  with  it  firms  which  would  otherwise  be  solvent. 
Under  such  conditions  rigid  rules  are  in  force  in  all  our 
exchanges  governing  the  insolvency  of  members.  Let 
us  again  take  the  New  York  Stock  Exchange  as  our 
example.  The  rules  provide  that  a  member  who  fails 
to  comply  with  his  contracts,  or  becomes  insolvent,  or 
who  is  associated  as  a  partner  in  a  firm  registered  upon 
the  exchange  which  fails  to  carry  out  its  agreements, 
shall  immediately  inform  the  president  in  writing  of 
the  insolvency  of  himself,  or  of  his  firm.  The  president 
immediately  suspends  him  from  membership  and  this 
suspension  continues  until  he  is  able  to  settle  with  his 
creditors  and  has  been  formally  reinstated  by  the  Com- 
mittee on  Admissions. 

17.  Reinstatement  of  members, — The  unfortunate 
member  is  given  one  year  in  which  to  arrange  a  settle- 
ment with  his  creditors  and  apply  for  reinstatement. 
If  he  does  not  succeed  in  doing  so  within  this  period  of 
time,  his  membership  is  disposed  of  by  the  Committee 
on  Admissions,  the  proceeds  being  turned  over  to  the 
representative  of  his  creditors.  The  committee,  how- 
ever, is  given  the  option  of  extending  the  period  of  time 
if  it  deems  such  a  course  advisable.  In  order  to  secure 
reinstatement  a  member  must  submit  conclusive  evidence 
of  having  settled  with  his  creditors.  The  Committee 
on  Admissions  then  posts  his  name  for  a  period  of  at  least 
three  days.  At  the  end  of  this  time  a  ballot  is  taken, 
and  if  the  applicant  succeeds  in  securing  a  favorable 


£2  INVESTMENT  AND  SPECULATION 

vote  of  two-thirds  of  the  entire  committee  he  is  entitled 
to  reinstatement  to  full  privileges.  The  applicant  is 
given  the  right  of  choosing  the  meeting  of  the  commit- 
tee at  which  his  application  is  to  be  passed  upon.  His 
failure,  however,  to  secure  the  affirmative  two-thirds  vote 
of  the  committee  does  not  destroy  his  hope  of  reinstate- 
ment, for  he  can  present  his  petition  at  any  one  of  the 
five  subsequent  meetings  of  the  committee  which  he  may 
select.  It  is  necessary,  however,  that  the  second  pre- 
sentation of  his  name  occur  within  one  year  from  the 
date  of  his  suspension.  If  the  committee  is  still  unwill- 
ing to  accept  the  delinquent,  he  has  one  other  alternative. 
He  may  appeal  within  ten  days  of  the  last  rejection  to 
the  Governing  Committee,  which  may,  by  an  affirmative 
vote  of  not  less  than  twenty -five  of  its  members,  rein- 
state the  applicant.  If,  however,  his  appeal  to  the  Gov- 
erning Committee  shall  fail,  the  Committee  on  Admis- 
sions is  then  charged  with  the  duty  of  disposing  of  his 
membership  and  turning  over  the  proceeds  of  the  sale 
to  him. 

The  Committee  on  Admissions  usually  reinstates 
members  when  no  evidence  has  been  presented  of  reck- 
less or  unbusinesslike  dealing.  Whenever  this  has  oc- 
curred, however,  the  committee  usually  refuses  to  ap- 
prove of  the  application  for  reinstatement,  and  if  the 
matter  reaches  the  Governing  Committee,  it  submits  the 
facts  substantiating  these  allegations  to  this  body.  The 
Governing  Committee  is  empowered  to  declare  ineligible 
for  reinstatement  any  member  who  in  its  opinion  is 
guilty  of  irregular  practices  by  a  resolution  passed  by 
a  two-thirds  vote  of  the  total  number  on  the  committee. 
In  the  same  way  the  Governing  Committee  can  by  a  two- 
thirds  vote  expel  any  member  whom  it  finds  to  be  guilty 
of  fraud  or  fraudulent  acts. 
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18.  Exchanges  try  to  prevent  competition. — The 
stock  exchanges  jealously  guard  the  monopoly  which 
they  possess  by  providing  penalties  for  every  member 
who  transacts  business  through  any  outside  organiza- 
tion which  permits  dealings  in  securities  traded  upon  in 
the  regular  exchange.  As  a  consequence  the  irregular 
or  outlaw  exchanges  lead  a  precarious  existence  and  usu- 
ally die  a  natural  death,  except  where  they  take  up  a 
field  of  activity  not  covered  by  the  regular  exchanges. 
The  penalty  for  members  of  the  regular  exchange  who 
are  connected  directly,  by  partnership  or  in  any  other 
manner,  with  an  irregular  exchange  is  suspension  for 
a  period  not  exceeding  one  year,  or  expulsion,  as  the 
Governing  Comittee  may  determine.  In  addition,  a 
member  making  a  transaction  with  a  non-member  in  the 
quarters  of  the  exchange  is  subject  to  suspension  for  a 
period  of  one  year. 

19.  Gratuity  fund, — An  interesting  feature  of  our 
American  exchanges  is  the  so-called  gratuity  fund  which 
exists  for  the  benefit  of  the  families  of  deceased  mem- 
bers. In  the  case  of  the  New  York  Exchange  every 
person  who  becomes  a  member  must  pay  to  the  trustee 
of  the  gratuity  fund  the  sum  of  $10  before  he  is  ad- 
mitted to  the  privileges  of  membership.  Whenever  a 
member  of  the  exchange  dies  an  assessment  of  $10  is 
levied  upon  every  member.  The  income  from  these  two 
sources  is  used  to  fulfill  the  pledge  of  the  exchange  to 
pay  to  the  executors  of  the  deceased  member's  estate 
within  one  year  after  his  death  the  sum  of  $10,000,  or 
so  much  thereof  as  may  have  been  collected  and  unex- 
pended. 

20.  Fictitious  transactions  prohibited. — The  rules  of 
the  exchange  furthermore  provide  that  no  fictitious 
transactions  be  permitted  on  the  floor  under  a  penalty 
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of  suspension  for  a  maximum  period  of  one  year.  These 
fictitious  transactions  are  commonly  called  "wash"  sales. 
This  device  is  intended  to  give  fictitious  values  to  secu- 
rities. Two  brokers  might  conspire,  let  us  say,  to  ad- 
vance the  price  of  stock.  One  would  offer  it  on  the  floor 
in  the  regular  way.  His  confederate  would  bid  the  price 
up  beyond  what  others  would  be  willing  to  pay  and  would 
then  buy  it  in.  The  continual  succession  of  these  high 
sales  would  attract  interest  to  the  security  and  give  to  it 
unnaturally  high  quotations. 

)  The  practice,  though  prohibited,  exists  in  a  modified 
form,  which  seems  to  be  beyond  the  scope  of  the  rules. 
An  operator  who  desires  to  advance  or  depress  the  price 
of  the  stock  noW  does  so  by  "matched"  orders,  as  they 
are  called.  In  these  transactions  he  uses  different 
brokers,  some  of  whom  he  instructs  to  buy  and  others 
to  sell,  naming  the  price  limit  in  each  case  according  to 
his  desires.  In  most  cases  the  broker  is  ignorant  of 
the  object  in  view  and  executes  the  transactions  in  good 
faith.  Nevertheless  a  large  operator  with  ample  re- 
sources can  by  this  method  secure  the  same  ends  as  he 
formerly  attained  with  the  "wash"  sales.  The  only 
disadvantage  is  that  in  this  process  he  may  be  forced 
to  absorb  a  large  amount  of  stock  which  is  offered  by 
outsiders  and  which  is  naturally  purchased  in  good  faith 
by  the  innocent  broker  in  preference  to  that  offered  by 
his  unknown  ally.  This  stock  must,  of  course  be  paid 
for  in  the  regular  way.  The  purchase  of  this  stock 
at  high  prices  materially  reduces  the  profits  of  the  opera- 
tor in  his  stock  market  campaign. 

21.  Recommendations  of  the  Hughes  Committee. — 
The  committee  appointed  by  Governor  Hughes  of  New 
York  to  investigate  speculation  made  this  recommenda- 
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tion  in  regard  to  the  manipulation  of  prices  and  ficti- 
tious transactions: 

There  have  been  instances  of  gross  and  unjustifiable  manipu- 
lation of  securities,  as  in  the  case  of  American  Ice  stock.  While 
we  have  been  unable  to  discover  any  complete  remedy  short  of 
abolishing  the  Stock  Exchange  itself,  we  are  convinced  that  the 
Exchange  can  prevent  the  worst  forms  of  this  evil  by  exercising 
its  influence  and  authority  over  the  members  to  prevent  them. 
When  continued  manipulation  exists  it  is  patent  to  experienced 
observers. 

So  far  as  manipulation  is  based  upon  fictitious  or  so-called 
"wash  sales,"  it  is  open  to  the  severest  condemnation,  and  should 
be  prevented  by  all  possible  means.  These  fictitious  sales  are 
forbidden  by  the  rules  of  all  the  regular  exchanges,  and  are  not 
enforceable  at  law.  They  are  less  frequent  than  many  persons 
Buppose.  A  transaction  must  take  place  upon  the  floor  of  the 
Exchange  to  be  reported,  and  if  not  reported  does  not  serve 
the  purpose  of  those  who  engage  in  it.  If  it  takes  place  on  the 
floor  of  the  Exchange,  but  is  purely  a  pretence,  the  brokers  in- 
volved run  the  risk  of  detection  and  expulsion,  which  is  to  them 
a  sentence  of  financial  death.  There  is,  however,  another  class 
of  transactions  called  "matched  orders,"  which  differ  materially 
from  those  already  mentioned,  in  that  they  are  actual  and  en- 
forceable contracts.  We  refer  to  that  class  of  transactions,  en- 
gineered by  some  manipulator,  who  sends  a  number  of  orders 
simultaneously  to  different  brokers,  some  to  buy  and  some  to  sell. 
These  brokers,  without  knowing  that  other  brokers  have  counter- 
vailing orders  from  the  same  principal,  execute  their  orders  upon 
the  floor  of  the  Exchange,  and  the  transactions  become  binding 
contracts ;  they  cause  an  appearance  of  activity  in  a  certain 
security  which  is  unreal.  Since  they  are  legal  and  binding,  we 
find  a  difficulty  in  suggesting  a  legislative  remedy.  But  where 
the  activities  of  two  or  more  brokers  in  certain  securities  become 
so  extreme  as  to  indicate  manipulation  rather  than  genuine 
transactions,  the  officers  of  the  Exchange  would  be  remiss  unless 
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they  exercised  their  influence  and  authority  upon  such  members 
in  a  way  to  cause  them  to  desist  from  such  suspicious  and  un- 
desirable activity.  As  already  stated,  instances  of  continuous 
manipulation  of  particular  securities  are  patent  to  every  experi- 
enced observer,  and  could  without  difficulty  be  discouraged,  if 
not  prevented,  by  prompt  action  on  the  part  of  the  Exchange 
authorities. 

The  state  of  New  York  recently  passed  a  law  levying  a 
tax  of  YuTj-  of  1  per  cent  upon  all  shares  transferred  upon 
the  exchange  or  elsewhere.  This  tax,  while  producing 
considerable  revenue  for  the  use  of  the  state,  was  in- 
tended also  to  diminish  the  amount  of  the  fictitious  busi- 
ness which  was  being  carried  on.  > 

22.  Members^  fees, — The  fees  which  members  are  al- 
lowed to  charge  for  their  services  are  fixed  by  the  rules 
of  the  exchange,  which  are  rigidly  enforced.  Three 
rates  of  compensation  are  named.  The  first  applies  to 
all  business  transacted  for  parties  who  are  not  members 
of  the  exchange  and  for  firms  on  which  the  member  of 
the  exchange  is  only  a  special  partner.  Upon  this  class 
of  business  it  is  provided  that  the  commission  shall  not  be 
less  than  one- eighth  of  1  per  cent  on  stocks  selling  at  $1  or 
over,  except  mining  stocks.  On  all  stocks  selling  at  less 
than  $1  per  share  the  commission  is$l  per  hundred  shares, 
and  on  mining  stocks  selling  at  less  than  $10  and  over  $1, 
the  commission  is  $6.25  per  hundred.  The  purchase  of 
100  shares,  therefore,  entitles  the  broker  to  $12.50.  If 
the  seller  of  the  stock  is  also  a  non-member,  he  has  been 
forced  to  pay  the  same  price.  The  total  compensation, 
therefore,  which  is  received  by  exchange  members  for 
each  transaction  for  outsiders  amounts  to  $25.  The 
practical  effect  of  this  is  that  there  must  be  an  advance 
of  at  least  one-fourth  of  1  per  cent  in  the  par  value  of 
the  stock  to  enable  the  sale  to  net  an  amount  sufficient 
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to  pay  the  commissions  for  the  seller.  For  he  has  paid 
the  amount  of  $12.50  when  he  bought  the  stock  and  will 
have  to  pay  the  same  amount  when  he  sells  it.  Any  ad- 
vance over  the  sum  of  $25  on  each  100  shares  represents 
the  profit  of  the  member.  From  this  it  is  usual  to  deduct 
the  interest  on  the  money  invested  during  the  time  the 
stock  is  held  and  advanced  to  the  customer  by  the 
broker. 

The  second  rate  is  for  members  of  the  exchange  who 
purchase  securities  for  other  members  of  the  exchange, 
but  who  do  not  give  the  name  of  the  member  for  whom 
they  act.  The  commission  for  this  business  is  fixed  at 
one-thirty-second  of  1  per  cent,  or  about  $3.12  for  each 
100  shares.  When,  however,  the  member  gives  up  the 
name  of  a  principal  who  is  also  a  fellow  broker  of  the 
exchange,  the  rate  is  one-fiftieth  of  1  per  cent  or  a  charge 
of  $2  for  the  purchase  or  sale  of  100  shares. 

23.  Two-dollar  brokers. — At  first  glance  it  would 
seem  strange  that  any  member  should  take  the  trouble 
to  execute  the  orders  of  other  members.  There  are,  how- 
ever, a  number  of  brokers  who  do  not  care  for  a  business 
involving  a  large  number  of  accounts,  negotiations  with 
customers  and  the  maintenance  of  an  expensive  establish- 
ment, but  who  would  rather  execute  the  floor  business  for 
other  brokers  who  have  a  large  clientele.  These  "two- 
dollar  brokers,"  of  whom  there  are  about  two  hundred 
and  fifty,  must  do  a  large  volume  of  business  in  order  to 
make  any  considerable  profit.  They  rely  upon  the  effi- 
ciency and  speed  in  which  they  can  execute  orders  for 
the  continuance  of  their  trade  and  become  very  proficient 
in  carrying  out  commissions.  Their  services  are  espe- 
cially sought  after  during  rush  times. 

24.  Room  traders. — There  is  another  large  class  which 
does  not  come  into  direct  contact  with  the  public,  and  in 
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fact,  cares  little  or  nothing  about  its  business,  except  in 
so  far  as  it  affects  the  stock  quotations.  These  are  called 
"room  traders."  These  brokers  are  sometimes  called 
professionals.  They  do  not  buy  or  sell  for  others,  but 
trade  on  their  own  account,  making  their  profit  out  of 
their  speculations  rather  than  out  of  their  services  for 
others.  "Room  traders"  do  not  try  to  make  large 
profits  on  any  transactions.  They  only  expect  a  very 
small  profit  on  each  share  and  rely  upon  the  volume  of 
their  transactions  to  give  them  their  income.  Being  on 
the  floor  of  the  exchange  at  all  times  and  not  having  to 
rely  upon  the  mechanical  devices  to  convey  information 
concerning  the  movement  of  prices,  which  in  rush  times 
are  several  minutes  behind  the  actual  happenings  upon 
the  floor  of  the  exchange,  they  are  able  to  take  advantage 
of  every  slight  fluctuation,  selling  upon  the  slightest  up- 
ward movement  and  buying  again  when  prices  begin  to 
sag.  They  usually  specialize  on  a  few  stocks  which  they 
study  closely  so  as  to  guard  against  being  caught  in  any 
general  movement  of  prices.  Most  of  them  endeavor  to 
balance  up  each  day's  business  at  the  end,  carrying  over 
very  little  stock  to  the  next  day.  That  is  to  say,  they 
endeavor  to  have  their  purchases  and  sales  nearly  equal 
so  that  in  the  final  settlement  very  little  cash  is  required. 
25.  Specialists. — The  third  class  of  members  who  do 
not  come  into  direct  contact  with  the  public  are  the  "spe- 
cialists." This  class  is  made  up  of  those  brokers  who 
make  a  specialty  of  a  few  selected  securities.  In  some 
cases  brokers  confine  their  entire  operations  to  one  se- 
curity, although  usually  three  or  four  are  carried.  To 
this  they  give  continuous  and  expert  attention.  In  most 
cases  the  business  of  these  brokers  comes  from  the  execu- 
tion of  orders  given  to  them  by  other  brokers. 
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RELATION  OF  BANKS  TO  THE  SECURITY  MARKET 

26.  Two  classes  of  security  buyers, — The  buyers  of 
securities  which  furnish  the  source  of  the  business  of 
the  stock  exchange  can  be  divided  into  two  classes.  The 
first  and  least  numerous  class  includes  those  who  pur- 
chase securities,  paying  for  them  entirely  with  their  own 
money.  They  are  for  the  most  part  conservative  in- 
vestors who  buy  stocks  or  bonds  when  prices  are  attrac- 
tive and  lock  them  up  in  their  strong-boxes  satisfied  with 
the  income  which  they  yield.  Sometimes  the  inflated 
prices  of  a  bull  campaign  may  tempt  these  people  to  con- 
vert their  investments  into  money.  If  this  occurs,  the 
securities  again  change  hands  through  the  instrumental- 
ity of  the  exchange.  A  certain  proportion  of  this  class 
are,  of  course,  speculators  of  the  conservative  type. 
They  buy  the  securities,  paying  cash,  in  anticipation  of 
the  profit  which  they  can  make  if  the  advance  in  price 
occurs.  They  prefer  this  method  of  speculation  because 
of  its  safety.  They  can  hold  the  securities  as  long  as 
they  desire  since  they  are  paid  for  in  full. 

Other  stock  exchange  customers  are  those  who  buy 
securities  largely  with  borrowed  money.  This  class  far 
exceeds  the  first  in  number  and  in  the  volume  of  busi- 
ness which  it  creates.  These  buyers  usually  trade  on 
margin.  That  is  to  say,  they  put  up  only  a  part  of 
the  money  necessary  to  buy  the  stock  and  rely  on  the 
broker  to  secure  the  balance.  In  the  case  of  a  reputable 
security  with  a  wide  market  and  under  normal  condi- 
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tions  it  is  quite  common  for  the  speculator-customer  to 
be  the  nominal  owner  of  stock  in  which  in  reality  he  has 
but  a  dollar  invested  for  every  nine  borrowed  from  out- 
side sources  upon  the  stock  as  security.  A  satisfactory 
market  therefore  cannot  exist  without  an  enormous 
amount  of  borrowed  money.  The  larger  part  of  this 
money  must  be  secured  from  the  banks.  There  is  no 
business  in  the  country  which  depends  more  completely 
upon  the  banks  than  the  brokerage  business.  This  re- 
lationship is  a  most  important  force  in  causing  those 
changes  in  values  upon  which  most  speculators  rely  for 
their  profits.  The  security  market  accurately  reflects, 
indeed,  forecasts,  every  falling  change  in  the  money 
market. 

27.  The  broker  and  the  hanks, — The  broker  is  in- 
variably a  heavy  borrower  from  the  bank.  Most  of 
his  customers  are  speculative;  they  desire  to  operate 
with  as  little  money  of  their  own  as  possible,  and  they 
realize  that  their  profits  in  proportion  to  their  capital 
invested  would  be  greater  were  a  smaller  amount  in- 
vested than  it  would  be  if  it  bought  their  stocks  out- 
right. A  man,  for  instance,  who  would  buy  100  shares 
of  Pennsylvania  at  150  would  have  $15,000  invested. 
If  the  stock  rose  to  160  he  would  make  $1,000,  or  a 
profit  of  about  one-fifteenth  of  his  capital.  If,  how- 
ever, he  bought  stock  on  a  margin  he  could  probably  be 
able  to  buy  100  shares  with  an  advance  on  his  part  of 
$1,500,  the  balance  being  furnished  through  the  agency 
of  the  broker.  The  profit  upon  the  transaction  would 
remain  approximately  the  same,  but  instead  of  making 
one-fifteenth  of  his  capital  his  profits  would  now  equal 
two-thirds  of  the  amount  of  his  original  investment. 
Speculators  usually  prefer,  even  when  they  have  large 
financial  resources,  to  buy  stock  on  margin. 
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The  purchase  of  stock  on  margin  involves  the  pay- 
ment of  a  relatively  small  amount  of  money  by  the 
broker's  customer,  and  the  furnishing  of  the  greater 
proportion  of  the  price  of  the  security  by  the  broker. 
Let  us  suppose  that  the  customer  desires  to  purchase  an 
active  security  having  a  broad  market  which  is  selling 
at  100.  He  will  advance  $10  for  each  share  which  he 
desires  to  buy.  There  is  a  balance,  however,  of  $90 
which  must  be  secured  in  order  to  provide  the  funds 
necessary  for  the  purchase  of  the  stock.  This  sum  the 
broker  stands  ready  to  furnish.  It  may  be  that  $10  of 
the  $90  will  be  furnished  by  the  broker  out  of  his  own 
capital;  the  balance  of  $80  will  probably  be  borrowed 
from  the  bank,  with  the  stock  purchased  deposited  as 
collateral  for  the  loan — that  is  to  say,  the  broker  makes 
the  security  which  he  buys  furnish  4-5  of  the  funds 
necessary  for  its  purchase.  He  furnishes  1-10  him- 
self, while  the  customer  in  whose  interest  the  trans- 
action is  made  supplies  the  other  tenth.  The  customer 
pays  the  ruling  rate  of  interest  upon  the  money  which 
is  borrowed.  This  interest  is  sufficient  to  cancel  the 
charge  of  the  bank  for  the  loan  of  the  money  and  ren- 
ders the  broker  some  profit  upon  the  cash  which  he  him- 
self has  invested  in  the  stock.  This  is  a  typical  margin 
transaction.  If  the  market  for  the  stock  is  very  sat- 
isfactory and  the  fluctuations  are  small  and  there  are  no 
disturbing  conditions  which  are  likely  to  cause  a  change 
in  the  price,  it  is  sometimes  possible  for  a  customer  to 
buy  on  an  even  smaller  margin  than  10  per  cent.  In 
the  case  of  stocks  which  fluctuate  widely  or  in  an  un- 
settled market  the  broker  may  on  the  other  hand  de- 
mand even  heavier  margins. 

28.  Kinds  of  loans  to  brokers. — It  is  easily  under- 
stood now  why  the  brokers  are  such  heavy  borrowers 
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from  the  bank.  A  large  percentage  of  their  transac- 
tions can  be  financed  only  with  borrowed  money  and 
the  banks  are  the  institutions  from  which  this  money 
must  ultimately  be  secured.  There  are  two  kinds  of 
loans  which  the  banks  make  to  the  brokers.  The  first 
is  the  "time  loan"  in  which  the  bank  loans  the  money 
for  a  definite  period  of  time — say  ten  days.  Under 
these  conditions  the  customer  is  certain  that  the  money 
will  not  be  recalled  before  the  end  of  the  period.  This 
class  of  transaction,  however,  is  relatively  uncommon. 
The  greater  percentage  of  the  loans  are  demand  loans 
and  are  known  as  "call  loans."  There  are  times  when 
most  of  the  loans  of  the  New  York  banks  are  in  the  form 
of  call  loans  made  to  brokers.  The  call  loan,  theoretic- 
ally speaking,  is  a  loan  which  may  be  called  in  by  the 
bank  at  any  time.  In  the  New  York  market,  however, 
certain  customs  have  developed  governing  the  conditions 
under  which  the  bank  may  call  loans.  The  first  is  that 
a  call  loan  which  is  made  to-day  will  not  be  called  until 
to-morrow  at  the  earliest.  If  the  bank  desires  to  call 
in  the  money  on  any  particular  date  the  call  is  usually 
made  in  the  morning.  If  this  is  done  the  loan  must  be 
repaid  by  2:15  P.  M.,  when  the  broker  receives  back  the 
stock  which  he  gave  as  collateral  for  the  loan. 

It  has  also  become  an  unwritten  rule  that  a  loan  made 
to-day  if  it  is  to  be  called  on  the  following  day  must 
be  called  at  or  before  1  o'clock  P.  M.  If  not  called  by 
that  time  the  understanding  is  that  the  loan  will  run 
until  at  least  the  following  day.  Theoretically,  call 
loans  are  made  subject  to  payment  on  demand.  In 
practice  they  are  at  least  one  day  loans,  but  may  run  on 
for  many  weeks  or  months.  There  are  instances  of 
record  where  banks  have  allowed  call  loans  on  gilt  edge 
securities  to  run  for  years. 
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29.  How  brokers'  loans  are  made, — The  business  of 
making  loans  by  the  bank  is  carried  on  in  two  ways. 
The  first  is  by  direct  connections  with  the  stock  brok- 
ers, and  the  second  by  the  use  of  the  middle  men  or 
money  brokers  who  act  as  intermediaries  between  the 
lenders  and  the  borrowers.  Most  of  the  loans  are  made 
by  the  so-called  money  brokers,  who  are  to  be  found 
at  a  regular  place  in  the  board  room  where  loans  are 
made.  The  rate  for  call  money  varies  from  day  to  day. 
Sometimes  it  is  very  low,  while  again  it  soars  to  almost 
prohibitive  heights.  The  charge  which  is  made,  how- 
ever, is  definitely  established  on  the  stock  exchange  and 
is  quoted  upon  the  ticker  tape  just  as  are  the  security 
quotations. 

The  banker  as  soon  as  he  ascertains  at  the  beginning 
of  the  day  how  much  money  he  has  at  his  disposal  for 
loaning,  will  call  in  one  of  the  money  brokers  and  ask 
him  to  find  a  market  for  it.  In  most  cases  the  broker 
serves  the  banker  gratuitously  because  it  gives  him  a 
standing  with  the  banks  and  makes  it  easier  for  him  to 
get  time  loans,  thereby  making  him  of  greater  use  to 
his  customers  and  consequently  increasing  his  profits. 
The  money  broker  then  takes  his  place  on  the  floor  of 
the  exchange  and  offers  his  cash  for  sale.  All  that  he 
really  does  is  to  find  some  one  who  desires  to  borrow 
money  and  then  to  agree  with  the  customer  upon  the 
rates  which  shall  be  charged  in  the  same  way  as  we  saw 
with  the  case  of  the  sale  of  the  securities. 

When  the  transaction  is  closed  the  money  broker 
hands  to  the  stock  broker  a  slip  containing  the  name  of 
the  bank  for  whose  account  the  loans  are  made.  The 
money  broker's  connection  with  the  transaction  now 
ceases  and  all  further  negotiations  are  with  the  bank. 
The  call  loan  is  made  upon  the  security  of  collateral 
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which  is  furnished.  In  the  transactions  between  the 
stock  broker  and  the  money  broker  nothing  is  said  about 
the  character  of  the  collateral  which  is  to  be  furnished. 
This  is  a  matter,  however,  which  is  of  the  utmost  im- 
portance to  the  bank.  When  the  broker  comes  to  make 
his  loan  he  offers  collateral  which  he  wishes  to  deposit 
as  security.  The  banker  will  carefully  scrutinize  this 
collateral.  All  the  securities  deposited  must  be  satis- 
factory and  must  be  "good  delivery"  according  to  the 
rules  of  the  stock  exchange — that  is  to  say,  they  must 
be  in  good  form  and  there  must  be  nothing  which  would 
cloud  or  raise  question  concerning  this  title  or  the  ability 
of  the  holder  to  transfer  them  to  subsequent  buyers. 

As  collateral  the  banks  look  with  disfavor  upon 
stocks  and  bonds  which  seldom  change  hands  because 
it  is  difficult  to  find  a  buyer  quickly  for  such  securities 
when  they  are  offered  for  sale.  Active  securities  are 
preferred  to  those  which  are  inactive  because  in  a  pan- 
icky market,  when  stocks  are  rapidly  declining,  all 
banks  are  forced  to  drop  huge  quantities  of  collateral 
upon  the  market  in  order  to  protect  themselves.  Their 
contracts  with  the  brokers  are  such  that  at  any  time 
they  can  either  demand  immediate  repayment  for  the 
loan  or  an  increase  in  the  amount  of  collateral  which  is 
furnished  for  its  security,  but  in  case  neither  request 
is  honored  the  bank  will  immediately  sell  the  securities 
through  some  broker  upon  the  exchange  in  order  to  dis- 
pose of  them  before  the  fall  in  their  price  will  carry 
their  value  below  the  amount  which  the  bank  has  loaned 
upon  them.  It  is  of  the  utmost  importance  therefore 
that  the  bank  be  sure  to  find  a  ready  market  for  the 
collateral  which  they  hold,  not  only  in  good  financial 
weather,  but  also  when  the  stress  and  storm  of  a  panic 
is  at  hand.     The  rule  deciding  the  value  of  a  security 
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in  the  minds  of  the  banker,  therefore,  is  not  what  it 
will  sell  for  under  good  conditions,  but  what  it  will 
bring  under  adverse  conditions.  Bankers  also  discrim- 
inate against  the  stock  of  manufacturing  companies  at 
least  to  the  extent  that  it  will  not  make  a  loan  on  collat- 
eral which  consists  of  industrial  stocks  alone.  If  they  do 
make  a  loan  upon  this  kind  of  collateral  they  will  fre- 
quently charge  a  much  higher  rate  of  interest,  or  other- 
wise they  will  ask  a  much  larger  margin  than  the  cus- 
tomary 20  or  25  per  cent.  In  many  cases,  however, 
the  brokers  give  collateral  which  consists  of  a  mixture 
of  railroad  securities  and  industrial  securities.  In  the 
case  of  the  United  States  Government  bonds,  they  are 
considered  so  secure  and  their  market  so  uninterrupted 
that  bankers  as  a  rule  require  little  or  no  margin. 

30.  Interest  of  banks  in  security  values, — This  situa- 
tion creates  a  most  intimate  relation  between  the  se- 
curity market  and  the  money  market.  The  broker,  as 
we  have  seen,  executes  a  large  percentage  of  his  orders 
on  a  10  per  cent  margin.  It  has  been  estimated  that 
over  90  per  cent  of  the  business  done  by  brokers  con- 
sists of  speculative  transactions  of  this  character.  The 
broker  probably  advances  a  portion  of  his  own  capital 
toward  the  purchase  price  of  the  security,  but  the  major 
portion — 80  per  cent  of  the  purchase  price — ^he  must 
borrow  from  the  bank.  Thus,  if  we  take  1,000  shares 
of  stock  at  a  market  price  of  $100,  $10,000  would  be 
advanced  by  the  customer,  $10,000  out  of  his  own  pocket 
and  the  remaining  $80,000  by  the  banks,  which  would 
hold  the  stock  as  security  for  the  loan.  These  amounts 
of  course  may  vary  with  different  transactions.  It  is 
not  uncommon  to  find  a  broker  carrying  a  transaction 
with  the  use  of  none  or  probably  only  a  very  small  por- 
tion of  his  own  capital.     He  may,  for  example,  demand 
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a  15  per  cent  margin  ffom  his  customer  and  may  suc- 
ceed in  getting  85  per  cent  credit  from  his  bank. 
.  In  an  ordinary  market  there  are  millions  and  millions 
of  securities  purchased  and  held  on  speculation.  While 
these  securities  are  regarded  as  belonging  to  the  specu- 
lator who  has  bought  them,  they  are  in  reality  in  posses- 
sion of  the  banks  which  hold  them  as  collateral  for  loans 
they  have  made  upon  them.  The  money  lenders  and 
bankers,  therefore,  have  the  largest  amount  of  money 
invested  in  speculative  securities,  and  the  greater  pro- 
portion of  this  money,  it  must  be  remembered,  is  the  sur- 
plus funds  of  the  country  banks  and  a  portion  of  their 
reserve  loaned  to  the  New  York  banks. 

So-called  country  banks,  which  include  not  only  those 
in  rural  districts  but  those  in  towns  and  cities  having 
less  than  500,000  population,  have  during  a  large  part 
of  the  year  surplus  funds  for  which  they  cannot  find 
a  profitable  investment.  The  surpluses  of  the  farmer, 
merchant  and  manufacturing  company  have  given  them 
deposits  in  excess  of  the  demand  for  money.  This  is 
particularly  true  in  the  agricultural  districts  of  the  mid- 
dle west  and  south  where  the  banks  have  difiiculty  in 
finding  a  sufficient  quantity  of  three  and  four  months 
promissory  notes  to  keep  their  funds  employed.  On  the 
other  hand  the  banks  in  large  reserve  and  central  re- 
serve cities  and  particularly  those  in  New  York  are  al- 
most always  in  the  market  for  purchasing  the  surplus 
funds  of  banks  either  upon  time  or  call — that  is  for  a 
certain  period  of  thirty,  sixty  or  ninety  days, — or  for 
borrowing  with  the  understanding  that  the  money  will 
be  returned  inmaediately  upon  demand.  The  interest 
paid  for  these  surplus  funds  is  usually  low,  averaging 
about  2  per  cent.  The  country  bank,  however,  is  will- 
ing to  invest  its  surplus  money  in  this  manner,  for  the 
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low  rate  is  attractive  if  no  other  use  can  be  found  for 
the  funds.  It  happens,  therefore,  that  not  only  the 
percentage  of  the  reserve  of  the  bank  which  under  the 
law  can  be  sent  to  reserve  agents  but  also  the  unloaded 
funds  of  the  bank  are  sent  to  the  large  cities. 

A  very  large  percentage  of  this  surplus  money  goes 
to  New  York.  It  is  estimated  that  under  normal  con- 
ditions over  200  million  dollars  of  money  coming  from 
this  source  are  in  the  hands  of  the  New  York  banks. 
We  recollect  that  a  very  large  proportion  of  the  loans 
of  the  New  York  banks  are  made  to  stock  brokers. 
This  class  of  business  men  makes  the  most  important 
customers  of  the  bank,  in  fact,  some  of  the  largest  banks 
of  the  country  have  few  customers  outside  of  the  broker- 
age business.  It  is  the  brokers  who  create  the  enormous 
demand  for  money  which  enables  the  New  York  banks 
under  ordinary  times  to  absorb  all  of  the  surplus  funds 
which  are  offered  to  them  from  all  other  sections  of 
the  country. 

31.  Over-certification  of  brokers^  checks, — The 
method  by  which  the  broker  finances  the  purchase  of 
stock  for  his  customer  when  a  large  percentage  of  the 
money  comes  from  the  bank  is  interesting.  Suppose 
a  broker  has  purchased  $100,000  of  stock  for  a  cus- 
tomer. He  contemplates  securing  an  $80,000  loan  from 
the  bank  on  this  stock.  In  order  to  negotiate  the  loan 
it  is  necessary  to  have  the  stock  in  his  possession  so  as  to 
be  able  to  offer  it  as  collateral  at  the  time  the  application 
is  made.  On  the  other  hand,  however,  before  he  can 
get  possession  of  the  stock  from  the  seller  he  will  be 
called  upon  to  make  payment  in  full.  In  the  mean- 
time it  is  probable  that  the  broker  will  have  a  balance  in 
bank  which  is  much  too  small  to  enable  him  to  draw  a 
check  f  o^  the  amount  of  the  purchase  price  of  the  stock. 
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Here  is  a  gap  which  must  be  bridged  in  some  way. 
The  broker  must  get  the  money  and  it  is  only  worth 
while  to  apply  to  the  banks.  Without  some  arrange- 
ment the  whole  business  of  speculation  would  cease. 
Until  a  few  years  ago  this  gap  was  bridged  by  the 
practice  of  "over-certification."  Under  this  arrange- 
ment when  the  broker  is  called  upon  to  pay  for  the 
$100,000  of  stock  he  draws  a  check  upon  his  bank  to  the 
order  of  the  firm  from  whom  he  has  purchased  the  stock 
for  $100,000.  This  check  is  sent  to  the  bank  where  the 
broker  keeps  his  account  for  certification.  This  is  a 
practice  which  is  quite  common  in  all  banking  communi- 
ties. Certification  consists  of  a  formal  endorsement  of 
the  check  of  the  bank  guaranteeing  that  it  will  be  paid 
when  presented.  It  is  intended  to  be  a  certification  by 
the  bank  that  the  broker  has  sufiicient  funds  on  deposit 
to  meet  the  check  when  it  is  presented.  This  guarantee 
is  afiSxed  by  the  cashier  or  paying  teller  of  the  bank, 
who  endorses  the  check  across  its  face  certifying  that 
the  signature  is  correct  and  also  that  the  bank  is  willing 
to  pay  the  check  upon  presentation  and  identification, 
or  when  it  comes  through  the  clearing  house.  The 
broker's  balance  is  perhaps  only  $25,000,  nevertheless 
the  bank  has  certified  a  check  for  $100,000.  This  is 
called  over-certification  and  is  simply  one  form  of  the 
great  system  of  credit  existing  between  the  banking 
and  brokerage  business. 

The  practice  of  over-certification  amounts  to  a  tem- 
porary loan.  In  order  to  secure  this  privilege  from  the 
bank  the  broker  has  entered  into  an  agreement  which 
provides  that  in  return  for  a  certain  minimum  balance 
which  the  broker  shall  keep  at  all  times,  the  bank  will 
over-certify  his  checks  up  to  a  certain  specified  amount. 
It  is  also  understood  that  as  soon  as  the  stock  is  secured 
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from  the  seller,  it  is  to  be  taken  to  the  bank  and  offered 
as  collateral  for  a  call  loan.  The  temporary  loan  which 
the  broker  had  made  by  the  over-certification  of  his 
check  is  therefore  transferred  into  a  regular  call  loan. 
But  this  practice  of  over-certification  is  now  extinct. 
It  existed  for  many  years  in  direct  violation  of  the  Na- 
tional Bank  Act,  which  provides  "That  it  shall  be  un- 
lawful for  any  officer,  clerk  or  agent  of  any  National 
Bank  to  certify  any  check  drawn  upon  the  Association 
unless  the  person  or  company  drawing  the  check  has  on 
deposit  with  the  Association  at  the  time  an  amount  of 
money  equal  to  the  amount  specified  in  said  check." 
In  spite  of  the  provision  of  the  law  and  the  punishment 
which  is  provided  for  its  disobedience,  over-certification 
went  on  for  years.  The  magnitude  of  the  practice  can 
be  judged  from  the  fact  that  in  a  single  year  it  is  esti- 
mated that  over  fourteen  billion  dollars  of  checks  were 
over-certified  in  this  manner. 

32.  One-day  unsecured  loans, — ^At  the  present  time 
the  bankers  and  brokers  escape  the  law  by  a  practice 
which  in  reality  is  little  different.  The  broker  who  de- 
sires a  certified  check  for  an  amount  in  excess  of  that 
which  he  has  on  deposit  will  go  to  the  bank  and  present 
his  own  note,  drawn  to  himself  and  endorsed  by  him, 
but  by  no  one  else,  for  discount.  This  note  is  made  pay- 
able the  same  day  on  which  it  is  presented  and  it  is  un- 
derstood that  it  will  be  taken  up  before  the  close  of  bank- 
ing hours  by  the  broker,  who  will  deposit  the  collateral 
which  he  had  purchased  and  make  call  loans  for  the 
amount  of  his  indebtedness.  The  bank  discounts  this 
note  and  places  the  proceeds  to  the  credit  of  the  broker. 
This  gives  him  a  balance  on  the  books  of  the  bank  equal 
to  or  in  excess  of  the  amount  for  which  he  has  asked 
certification. 
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The  officers  of  the  bank  are  therefore  reheved  of  the 
necessity  of  over-certifying  his  checks,  for  the  broker's 
balance  is  now  equal  to  the  amount  for  which  he  desires 
certification.  This  practice,  while  evading  the  law,  does 
not  give  any  added  security  to  the  bank,  for  they  may 
oif  er  large  loans  upon  no  other  security  than  the  prom- 
ise of  the  broker  to  repay  them.  This  promise  is  not 
secured  in  any  manner.  The  position  of  the  bank, 
therefore,  so  far  as  safety  is  concerned,  is  not  different 
from  what  it  was  when  over-certification  was  the  rule. 
In  spite  of  the  exceeding  laxity  of  this  arrangement 
very  few  losses  have  resulted.  The  banks  are  very  con- 
servative about  extending  the  privilege  and  before  giv- 
ing the  broker  the  accommodation  make  very  rigid  in- 
vestigations. They  must  have  intimate  knowledge  of 
his  character,  his  judgment  and  his  business  methods, 
and  if  he  fails  to  meet  the  standard  in  any  particular 
the  privilege  is  refused.  In  the  second  place  the  bank 
stipulates  that  the  broker  must  keep  a  minimum  de- 
posit— for  example,  $50,000,  at  all  times  in  order  to 
have  the  privilege  of  making  one  day  loans  to  the  ex- 
tent of  one  million  dollars.  They  count  upon  having 
the  use  of  the  $50,000  of  the  broker  at  all  times,  thus 
making  the  customer  provide  at  least  a  portion  of  the  25 
per  cent  reserve  which  must  be  held  against  his  deposit. 

Finally  it  is  understood  that  the  broker  must  make 
his  deposits  at  the  bank  as  frequently  as  he  receives 
checks  in  payment  for  the  securities  which  he  sells.  As 
a  consequence  the  broker  frequently  makes  deposits  six 
or  seven  times  a  day,  instead  of  once  at  the  end  of  the 
day's  business.  As  a  result  of  this  the  broker,  while 
he  has  received  a  large  unsecured  loan,  is  on  the  other 
hand  receiving  at  frequent  intervals  deposits  represent- 
ing payments  from  firms  which  have  bought  securities 
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from  his  house.  The  practice  of  over-certification  still 
exists  to  some  extent  in  the  case  of  state  banks  and  trust 
companies.  In  this  class  of  institution  the  prohibition 
against  over-certification  is  not  so  strict  and  they  there- 
fore continue  the  practice. 

33.  Brokers'  interest  in  condition  of  hanks, — It  is  the 
business  of  the  officers  of  the  bank  to  keep  all  of  the 
funds  which  are  available  for  loaning  to  customers  em- 
ployed as  constantly  as  possible.  The  profits  of  the 
bank  come  out  of  the  interest  received  for  the  loans.  If 
the  institution  can,  therefore,  keep  all  of  its  money  em- 
ployed at  all  times  it  should  make  a  large  profit.  Each 
thousand  dollars  of  idle  money  decreases  the  profit 
which  the  bank  w^ould  make.  It  follows,  therefore,  that 
when  the  banks  have  a  surplus  of  money  available  for 
loans,  proposals  from  responsible  customers  will  be  wel- 
comed. On  the  other  hand,  when  the  bank's  available 
funds  are  limited  or  exhausted  the  bank  ofiftcers  are 
forced  to  keep  their  loans  within  the  amount  which  is 
available.  When  the  banks  have  little  money  to  loan, 
the  brokers  find  difficulty  in  securing  the  funds  neces- 
sary to  carry  out  the  margin  transactions  of  their  cus- 
tomers. It  follows,  therefore,  that  there  is  a  most  inti- 
mate connection  between  the  activity  of  the  brokerage 
business  and  the  condition  of  the  banks. 

34.  The  hank  statement, — The  brokers  are  anxious 
to  know  from  time  to  time  what  the  situation  of  all  the 
banks  in  the  community  may  be.  Such  information  of 
the  condition  of  the  banks  is  furnished  in  the  form  of  a 
bank  statement.  In  New  York  this  statement  is  fur- 
nished by  the  clearing  house  every  Saturday  a  few  min- 
utes after  midday.  In  other  cities  the  bank  statement 
appears  at  different  times,  but  there  is  some  set  day  upon 
which  it  is  issued.     These  bank  statements  are  issued  not 
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only  by  the  banks  in  leading  American  cities  but  also 
by  those  in  the  large  European  cities.  The  Bank  of 
England,  which  is  the  chief  English  bank  and  whose 
influence  is  most  powerful  upon  the  affairs  of  the  en- 
tire world,  issues  its  statement  every  Thursday.  This 
statement  is  carefully  watched  by  American  bankers  and 
brokers. 

Let  us  take  the  bank  statement  issued  by  the  New 
York  clearing  house  for  purposes  of  study.  This  state- 
ment gives  the  condition  of  all  the  principal  banks,  that 
is  to  say,  it  will  furnish  a  statement  of  capital,  loans, 
specie,  legal  tender,  deposits,  reserves  and  outstanding 
circulation.  The  first  information  concerning  the  bank 
statement  is  contained  in  the  summary  which  comes  out 
over  the  ticker  tape  which  reports  the  quotations.  This 
tape  statement  is  merely  a  summary  of  the  condition 
of  the  banks  followed  by  a  comparison  of  the  previous 
week  of  gains  and  losses  in  the  various  items. 

To  most  bankers  and  brokers,  however,  this  general 
statement  as  it  appears  on  the  tape  is  not  sufficient,  and 
they  will  want  to  examine  the  statement  at  length  with 
special  reference  to  those  particular  banks  with  which 
they  are  doing  business.  It  may  be  that  while  the  great 
majority  of  the  banks  in  the  city  are  loaned  up  to  their 
limit,  the  banks  with  which  the  broker  has  been  doing 
business  have  a  considerable  amount  of  loanable  credit, 
and  it  therefore  follows  that  he  is  led  to  suppose  that 
he  will  not  suffer  as  severely  from  the  stringency  as  the 
brokers  dealing  with  other  banks. 

To  enable  the  broker  to  make  a  more  minute  scrutiny 
of  the  bank  statement  than  that  possible  from  the  in- 
formation contained  on  the  tape,  there  follows  a  full 
statement  giving  the  names  of  the  banks  and  stating  in 
full  the  capital,  surplus,  loans,  specie,  legal  tender,  de- 


BANKS  AND  THE  MARKET 


43 


posits  and  reserves  of  each.  The  following  statement 
showing  the  condition  of  the  New  York  clearing  house 
banks  for  the  week  ending  Sept.  3,  1910,  will  serve  as 
an  illustration: 


BANK  STATEMENT  IN    DETAIL. 


Banks. 


Bank  of  r.  Y   N.  B.  A.... 
Bank  of  the  Manhat.  Co., . 

Merchants'  National. 

Mecli.  and  Metals'  Nat'l. . . 

Bank  of  America 

Phcnlx  National 

National  City 

Cbemtcal  National 

Merchants'  Exchge.  Nat'l.. 

Gallatin  National 

Nat'l  Butchers  and  Drov. . 

Greenwich 

American  ExchanRe  Nat'l., 
Nat'l  Bank  of  Commerce... 

Mercantile  National 

Pacific 

Chatham  National 

People's 

Hanover  National 

atlzen's  Central  Nat'l 

Nassau 

Market  and  Fulton  Nat'L.. 

Metropolitan 

Corn  Exchange 

Importers  &  Trad.  Nat'l. 

National  Park 

East  River  National 

Fourth  National 

Second  National 

First  National 

Irving  National  Exchge.,.. 

Bowery 

N.  Y.  County  National... 

German  -American 

Chase  National 

Fifth  Avenue 

German  Exchange 

Germanla 

Lincoln  National 

Garfield  National 

Fifth  National 

Bank  of  the  Metropolis. . . 

West  Side 

Seaboard  National 

Liberty  National 

N.  Y,  Produce  Exchange. 

State 

Fourteenth  Street 

Coal  and  Iron  National 


Totals  average. 


CapitaL     Net  profits 


J2.000.000 

2.050,000 

2.000.000 

6.000.000 

1.500.000 

1.000.000 

25.000.000 

3.000.000 

600.000 

1.000.000 

300.000 

500.000 

5.000,000 

25.000.000 

3.000.000 

500.000 

450.000 

200.000 

3.000.000 

2.550.000 

500.000 

1.000.000 

2.000.000 

3.000.000 

1.600.000 

•6,000.000 

250.000 

5.000.000 

1.000.000 

10,000.000 

2.000.000 

250.000 

500.000 

750.000 

6,000,000 

100,000 

200.000 

200.000 

1.000.000 

1.000.000 

250,000 

1.000.000 

200,000 

1.000.000 

1.000.000 

1.000.000 

1,000,000 

1.000.000 

1.000.000 


132.350,000 


$3,473,600 
4.105.700 
1.7G2.000 
7.883,800 
6,787,100 

703.800 

30.471.600 

6,366.100 

664.500 
2.497.700 

153.300 

822.400 
4.194  .GOO 
15.893.100 
2.656.300 

916.000 
1.037.900 

460,200 

11.707.400 

1,644.200 

621.800 
1,681.800 
1.428.800 
6.352.000 
7.432.100 
»12,300,000 

102.600 

5.650,700 

2.038,300 

19.855.600 

1,646.800 

819.000 
1.604.700 

700.700 
7,472.500 
2.070.500 

881.600 
1.010.000 
1.526.600 
1,177.000 

489.700 
2.089.800 
1.023,400 
1.913.400 
2,717.700 

738.800 

808.500 

332.500 

373.200 


189.131.400 


Loans  and 
discounts. 
Average. 


f  20, 30 1.000 

31,000,000 

20.3GG.000 

64,097.300 

24.666.200 

7.625.000 

162.771.900 

28.104.500 

6.819.000 

8.655,600 

2.679,900 

7.524,100 

34.453.100 

153 .2 11. GOO 

14.760.800 

3.797.400 

7,640.500 

1.977,500 

71.110.500 

21.265.400 

7.002.800 

8.688.800 

12.015.100 

42.203.000 

25.981.000 

81.535,000 

1.485.400 

27.794.000 

12.468,000 

100.733.500 

21.913.400 

3.574.000 

7,813,300 

4.134.400 

76.364.900 

12.164.400 

3,924.700 

4.908.800 

13.659.700 

8.167,500 

3.382,300 

10,833.700 

4,379.000 

18.458.000 

21,208.200 

7,954.100 

14.329.000 

5,640,400 

5,790,000 


1,251,326,700 


Specie.         Legals. 
Average.      Average. 


$3,914,000 

12. 988 .000 

4.2-lG.OOO 

11.879.100 

4.454.200 

1,962,000 

60.507.800 

4.622,800 

1.564.500 

1,300.100 

446.200 

1.931.900 

6.732.300 

28,052,700 

1.854.000 

395.800 

1,007.700 

462.900 

14.423.000 

6,261.900 

714.100 

1.535.200 

2.927,900 

7.427.000 

3,571,000 

20.144.000 

313.200 

4,429.000 

2.707,000 

27.730.100 

6.750.400 

903.000 

1.191.700 

797.700 

15.583.300 

2,469.400 

600.200 

846,800 

3,192,200 

1.781.000 

654,000 

837.100 

969.000 

3.854.000 

4.706,300 

2,149.300 

4,293,000 

1.208.500 

754.000 


$921,000 

1.G78.000 

1.313.000 

1.092.000 

1,969.900 

373.000 

6.560.000 

2.241.200 

160.--- 

448.500 

66.900 

190.200 

2.549.300 

7,095,100 

1,066,700 

466,400 

1,172,200 

135,500 

6.890,400 

318,200 

1,221,300 

1.250.000 

189.900 

5,109,000 

2,263,000 

1,182,000 

89,000 

2,291,000 

351,000 

1.991.900 

1,092.900 

59,000 

695,800 

212.400 

5,257.500 

1,242.900 

400,300 

612,100 

1,127.300 

241.000 

245.500 

1,783.100 

219,000 

1.723,000 

929.700 

319.200 

308,000 

452.100 

833,000 


290,946,300|70,196,200 


1,277.893,000 


*  United  States  deposits  Included,  $1,667,400. 
United  States.  28.29. 


Percentage  of  reserve  to  average  deposlts^other  than 


Actual      figures 
morning 


Saturday 


Il,258,191,600|283.022.500l67.723.600l*1.275.551,500 


*  United  States  deposits  Included,  $1,666,700. 
States  on  actual  figures,  27.53. 


Percentage  of  reserve  to  deposits  other  than  United 


It  is  important,  however,  in  showing  what  the  gen- 
eral banking  position  happens  to  be.  If  loans  are  in- 
creasing more  rapidly  than  deposits  or  if  loans  are 
expanding  and  cash  is  falling,  danger  signals  are  plainly 
displayed  for  the  stock  operator  and  broker  to  read. 
The  one  item  most  closely  watched  is  the  excess  of 
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the  reserve  above  legal  requirements.  The  Clearing 
House  banks  and  all  national  banks  in  New  York 
city  are  required  to  keep  a  cash  reserve  of  25%  of  their 
deposits  and  consequently  if  there  is  a  large  surplus 
in  cash  above  25%  of  the  deposits  brokers  can  be  sure 
there  will  be  plenty  of  money  for  them  to  borrow.  To 
find  what  the  surplus  reserve  is  one  needs  merely  add 
the  specie  and  legal  tenders  and  subtract  one-quarter 
the  amount  of  deposits.  If  there  is  a  deficit  the  banks 
will  almost  invariably  strengthen  their  position  by  call- 
ing loans  and  building  up  their  cash  resources  and  this 
process  is  painful  to  the  stock  market.  The  following 
statements  are  for  the  week  ending  September  3,  1910, 
and  give  the  figures  as  obtained  by  averaging  the  con- 
dition of  the  banks  for  each  day  of  the  week  including 
Friday  and  also  the  actual  figures  on  Friday.  The 
average  statement  is  interesting,  but  of  course  it  does 
not  accurately  portray  the  condition  of  the  banks  at 
the  end  of  the  week  as  the  earlier  days  in  the  week 
count  just  as  heavily  in  making  up  the  average  for  the 
six  days  as  the  later  ones.  The  statements  of  trust 
companies  and  state  banks  not  members  of  the  Clearing 
House  also  are  given  as  well  as  the  separate  figures 
for  state  banks  and  trust  companies. 

CLEARING   HOUSE   MEMBERS,   AVERAGE  CONDITION 

The  changes,  as  compared  with  last  week,  are  as  fol- 
lows: 

Changes  From 

1910  Previous  Week 

Loans    $1,251,326,700  Inc.   $3,072,700 

Specie    290,946,300  Dec.    8,176,800 

Legal  tenders   70,196,200  Dec.     1,615,600 

Reserve  held  361,142,500  Dec.    9,792,400 

Deposits    1,277,893,000  Dec.     5,610,200 

Legal  res.  req 319,473,250  Dec.     1,402,550 

U.  S.  deposits   1,667,400  Dec.           3,900 
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Circulation  45,636,500  Dec.  1,275,600 

New  res.  req 319,056,400  Dec.  1,401,575 

Surplus,  old    41,669,i250  Dec.  8,389,850 

Surplus,  new  42,086,100  Dec.  8,390,825 

CLEARING  HOUSE  BANKS'  ACTUAL  CONDITION. 

Changes  From 

1910  Previous  Week 

Loans    $1,258,191,600  Inc.    13,640,600 

Specie    283,022,500  Dec.  13,508,100 

Legal  tenders   67,723,600  Dec.    4,027,900 

Deposits    1,275,551,500  Dec.     1,389,100 

Surplus,  new 32,274,900  Dec.  17,189,250 

The  average  surplus  now  is  $41,669,250,  which  compares  with  $15,388,000 
in  1909,  $59,644,950  in  1908,  $7,352,750  in  1907,  a  deficit  of  $6,577,925  in 
1906,  a  surplus  of  $4,831350  in  1905,  $38,438,250  in  1904,  $17,296,975  in 
1903,  $4,097,450  in  1902,  $6,915,875  in  1901,  $26,056,250  in  1900,  $2,458,925 
in  1899,  and  $7,076,775  in  1898. 

Not  counting  the  reserve  against  United  States  deposits,  the  average 
surplus  now  is  $42,086,100. 

AVERAGE  OTHER  BANKS  AND  TRUST  COMPANIES. 

Changes  From 
1910  Previous  Week 

Loans    $1,097,573,700    Dec.     $953,500 

Specie    121,734,800    Dec.        163,400 

Legal  tenders   19,458,800    Dec.        192,600 

Total  deposits    1,210,203,600    Dec.    3,856,000 

STATE  BANK  STATEMENT. 

1910 

Loans    $290,009,700 

Specie    52,313,700 

Legal    tenders    24,083,200 

Deposits    339,134,600 

Res've  on  deposits. 97,980,600 

Percentage  reserve    29.4 

TRUST  COMPANY  STATEMENT. 

1910 

Loans    $1,009,612,200 

Specie    115,569,600 

Legal  tenders   11,309,600 

Deposits    1,100,058,400 

Res've  on  deposit   134,428,600 

P.  C.  reserve 16.4 


Changes  From 

Previous  Week 

Inc. 

$1,636,400 

Dec. 

489,600 

Dec. 

633,400 

Inc. 

653,800 

Dec. 

723,400 

Dec. 

0.3 

T. 

Changes  From 

Previous  Week 

Inc. 

$404,900 

Inc. 

29,500 

Dec. 

74,800 

Dec. 

3,776,600 

Inc. 

62,700 

Dec. 

OS 

CHAPTER  V 

THE  ADMISSION  OF  SECURITIES  TO  THE  PRIVILEGES 
OF  THE  EXCHANGE 

35.  What  may  he  traded  in  upon  the  exchange. — The 
stock  exchange,  as  we  have  seen,  is  a  very  efficient  organ- 
ization created  for  the  purpose  of  trading  in  securities. 
It  is  not  unhke  a  great  auction  room  to  which  can  be 
brought  stocks  and  bonds  by  those  desiring  to  dispose  of 
them  and  where  can  be  found  those  who  are  wiUing  to 
purchase  them  in  the  auction  sale.  The  stock  exchange, 
however,  differs  from  the  ordinary  auction  room  in  that 
only  selected  classes  of  securities  can  be  offered  for  sale 
or  purchased.  The  exchange  does  not  permit  the 
broker-member  to  sell  or  buy  any  securities  other  than 
those  which  have  been  formally  approved  and  admitted 
to  trading  upon  the  exchange.  Every  exchange  main- 
tains lists  of  the  securities  which  may  be  dealt  in,  which 
include  a  large  number  of  the  prominent  stocks  and 
bonds  of  acknowledged  value.  Many  make  the  mis- 
take of  believing  that  every  stock  which  has  any  real 
value  is  dealt  in  on  the  exchange.  This  is  far  from  true, 
for  there  are  many  securities  which  are  more  valuable 
and  desirable  than  those  offered  on  the  exchange  which 
have  never  been  listed.  Another  common  error  is  the 
belief  that  the  securities  traded  in  on  the  exchange  have 
been  selected  impartially  because  of  their  merit,  and  that 
those  which  have  not  been  selected  must  have  been  re- 
jected because  of  some  inherent  defect.  This  conception 
is  also  wrong.     The  securities  listed  on  the  stock  ex- 

46 


ADMISSION  OF  SECURITIES  47 

change  range  from  one  extreme  to  the  other  in  point  of 
desirability.  Some  are  of  the  highest  grade  which  could 
be  desired  while  others  are  practically  worthless. 

Many  critics  of  our  stock  exchange  contend  that  the 
existence  of  these  worthless  securities  on  our  exchange  is 
an  indictment  of  their  management,  for  by  refusing  to 
list  them  they  would  not  be  given  the  wide  market  which 
they  at  present  secure  and  therefore  would  be  less  likely 
to  fall  into  the  hands  of  innocent  persons  who  suffer  loss 
from  their  decline.     One  critic  says : 

If  there  is  a  company  with  a  speculative  board  of  directors 
and  whose  stock  has  been  watered  until  it  will  float  a  respectable 
navy  an  attempt  is  inevitably  made  to  place  its  shares  upon  the 
exchange  list.  There  never  is  particular  difficulty  in  a  large 
stock  operator  getting  his  stock  upon  the  list,  with  the  result 
that  much  genuine  rubbish  has  been  unloaded  upon  the  public. 

36.  'Exchange  assumes  no  responsibility  for  securities, 
— ^We  must  recollect,  however,  in  considering  these  ob- 
jections that  the  stock  exchange  is  simply  a  machine  in- 
tended to  facilitate  the  transfer  of  securities.  Every 
exchange  makes  it  distinctly  understood  that  it  guaran- 
tees absolutely  nothing  concerning  the  securities  in  which 
it  permits  trade.  The  buyer  is  to  take  all  the  risks  and 
to  assume  the  responsibility  of  loss  through  any  decep- 
tion which  may  be  practiced.  The  exchange  neither 
guarantees  the  value  of  the  security  nor  condemns  it. 
The  judgment  which  leads  to  the  purchase  must  come 
entirely  from  the  investor,  and  the  task  of  decision  is 
thrown  upon  him  alone.  In  addition  the  exchange  ab- 
solves itself  from  any  attempt  to  make  the  prevailing 
prices  bear  any  relation  to  the  intrinsic  value  of  the  se- 
curity and  it  in  no  way  attempts  to  influence  the  man- 
agement of  corporations  either  for  the  purpose  of  in- 
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creasing  or  decreasing  the  value  of  their  stock.  Never- 
theless the  Stock  Exchange  requires  the  managements 
to  furnish  ample  information  regarding  securities  to 
be  listed.  You  will  recollect  that  the  Stock  Exchange 
maintains  a  Committee  on  Stock  Listing,  which  con- 
sists of  five  members,  and  to  which  are  referred  all 
applications  for  listing  securities  on  the  list  of  the  ex- 
change. Even  after  the  Committee  on  Stock  Listing 
has  granted  this  permission  it  is  necessary  for  this  en- 
dorsement to  be  reviewed  by  the  Governing  Committee. 
The  stock  listing  committee  presents  to  the  Governing 
Committee  the  full  statement  of  the  capital,  number  of 
shares,  resources,  etc.,  of  the  corporation  making  the  ap- 
plication. This  evidence  is  reviewed  by  the  Governing 
Committee  and  if  it  decides  to  give  its  consent  the  stock 
may  then  be  placed  upon  the  list  of  the  exchange.  It 
will  be  seen,  therefore,  that  any  security  to  gain  admis- 
sion must  pass  the  scrutiny  of  two  committees,  one  of 
which  is  the  supreme  body  in  the  government  of  the 
exchange. 

37.  Conditions  required  for  listing  railroad  stocks, — 
The  stock  listing  committee,  in  order  to  give  regularity 
to  this  work,  has  drawn  up  a  set  of  questions,  which  must 
be  answered  before  a  stock  can  be  passed  upon.  The 
questions  asked  in  the  case  of  a  railroad  stock  illustrate 
the  sort  of  information  which  is  desired.  They  are  as 
follows : 

(1)  Location  and  description  of  property,  and  if  pos- 
sible a  map. 

(2)  Title  of  company  and  by  what  authority. 

(3)  Route  of  road,  miles  completed  and  in  operation. 

(4)  Contemplated  extensions  liabilities  and  assets. 

(5)  Earnings,  and  amount  and  description  of  mort- 
gage. 
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(6)  Lien  or  other  indebtedness. 

(7)  Statement  of,  and  liability  for,  any  leases  guar- 
anteed. 

(8)  Rentals  or  car  trusts  and  terms  of  payment 
thereof. 

(9)  Capital  stock  and  securities.  All  officers  and  di- 
rectors. 

(10)  Office  of  the  company.  Transfer  office  and 
registrar. 

In  the  case  of  railroad  bonds,  the  stock  exchange  lists 
bonds  only  upon  completed  mileage.  The  information 
desired  is  the  following: 

(1)  Amount  authorized. 

(2)  Date  of  issue  and  maturity. 

(3)  Names  of  trustees. 

(4)  Par  value. 

( 5 )  Rate  of  interest. 

(6)  Whether  subject  to  earlier  redemption  by  securi- 
ties— funds  or  otherwise,  and  whether  convertible  into 
other  forms. 

(7)  Copy  of  mortgage  duly  certified. 

(8)  Proof  that  mortgage  has  been  duly  recorded. 
The  application  must  be  accompanied  by  a  balance 

sheet  and  an  income  account  of  recent  date. 

In  the  case  of  a  re-organized  company  the  exchange 
will  require  for  purposes  of  listing  a  complete  financial 
statement  for  a  period  of  at  least  one  year  prior  to  the 
reorganization  the  receipts  and  expenditures  in  detail,  a 
balance  sheet,  and  a  description  of  the  new  securities 
issued.  The  latter  rule  was  made  in  1895  as  a  result 
of  the  experience  of  the  exchange  after  the  panic  of 
1893.  The  industrial  depression  which  followed  this 
catastrophe  placed  one-third  of  the  railroad  mileage  of 
the  country  in  the  hands  of  the  receivers.     When  these 
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corporations  succeeded  in  rehabilitating  themselves  it 
was  found  that  new  rules  were  necessary  in  governing 
the  admission  of  the  new  securities  to  the  privileges  of 
the  exchange. 

38.  Conditions  required  for  listing  industrial  stocks. — 
The  requirements  exacted  by  the  Stock  Listing  Com- 
mittee of  industrial  or  manufacturing  companies  for 
listing  are  as  follows : 

(1)  Opinion  of  counsel  that  it  has  been  legally  or- 
ganized and  its  securities  legally  issued. 

(2)  If  a  trust,  a  statement  of  the  financial  and  phys- 
ical condition  of  the  constituent  companies. 

(3)  A  full  description  of  the  real,  personal,  and 
leased  property. 

(4)  Proof  that  real  estate  is  free  and  clear  except  as 
to  stated  liens. 

(5)  A  report  of  responsible  expert  accountants  show- 
ing results  of  business  each  year  for  at  least  two  con- 
secutive years,  if  possible. 

(6)  A  balance  sheet. 

(7)  A  statement  of  the  powers  of  the  directors  under 
the  charter. 

(8)  An  agreement  that  the  company  will  not  dispose 
of  its  stated  interest  in  the  constituent  companies  ex- 
cept on  direct  authorization  of  stockholders. 

(9)  That  it  will  publish  at  least  once  in  each  year 
a  properly  detailed  statement  of  its  income  and  expendi- 
tures of  the  preceding  year,  and  also  a  balance  sheet 
at  the  end  of  its  fiscal  year. 

39.  No  supervision  after  listing. — The  requirements 
above  set  forth  for  listing  the  securities  of  various 
classes  of  corporations  are  strictly  enforced  by  the  com- 
mittee. The  questions  asked  must  be  fully  and  com- 
pletely answered,  and  the  information  furnished  must 
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show  a  reasonably  satisfactory  condition  of  affairs. 
Once,  however,  the  corporation  secures  admission  to  the 
hst,  this  supervision  ceases.  There  is  no  further  check- 
ing up  of  its  affairs,  and  no  further  statements  are 
obhgatory  except  when  further  issues  of  securities  are 
hsted.  The  corporation  may  drift  into  a  most  un- 
satisfactory condition  without  any  objection  being 
raised  by  the  exchange,  with  the  consequence  that  se- 
curities may  drop  from  the  highest  standing  to  a  posi- 
tion where  they  become  practically  worthless.  The  only 
requirement  made  by  the  exchange  concerning  the  fu- 
ture conduct  of  the  corporation  is  contained  in  the  fol- 
lowing regulation: 

The  Exchange  recommends  to  the  various  corporatioi.s  whose 
securities  are  here  dealt  in,  that  they  shall  print,  publish,  and 
distribute  to  stockholders,  at  least  fifteen  days  prior  to  annual 
meetings,  a  full  report  of  their  operations  during  the  preceding 
fiscal  year ;  together  with  complete  and  detailed  statements  of  all 
income  and  expenditures,  and  a  balance  sheet  showing  their 
financial  condition  at  the  close  of  the  given  period.  The  Ex- 
change requests  that  stockholders  of  the  several  corporations  take 
such  action  as  may  be  necessary  for  the  accomplishment  of  their 
recommendation. 

While  this  regulation  is  not  mandatory,  the  recom- 
mendation has  almost  the  force  of  law  and  is  complied 
with  by  almost  all  of  the  corporations. 

40.  Advantages  of  stock  exchange  privileges, — All 
classes  of  companies  realize  the  immense  advantage 
which  they  will  secure  by  making  it  possible  for  their 
stock  to  be  traded  in  on  the  exchange.  The  exchange 
is  a  great  market  to  which  any  one  can  bring 
his  securities  confident  that  he  will  here  find  a  buyer 
who  will  purchase  at  some  price.  The  advantage  of 
this  position  is  well  known  and  highly  appreciated.     A 
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man,  for  example,  who  owns  a  piece  of  real  estate  and 
who  desires  to  sell  it  must  first  of  all  make  a  long  and 
laborious  search  to  find  a  person  who  is  willing  to  buy- 
real  property.  There  may  be  many  people  who  would 
like  to  buy  real  estate  but  the  greater  proportion  of  these 
would  not  be  interested  in  property  in  his  locality. 
When  it  comes  to  finding  customers  who  would  be  in- 
terested in  his  particular  property  he  finds  that  the 
number  is  still  further  reduced.  Finally  it  is  necessary 
for  him  to  come  to  an  agreement  concerning  the  price. 
There  is  no  market  where  he  can  go  and  be  certain  of 
finding  a  customer. 

In  the  case  of  securities,  however,  the  situation  is 
different.  The  peculiar  advantages  or  disadvantages 
which  are  inherent  in  every  piece  of  real  estate  give 
to  it  individual  characteristics.  Each  share  of  stock,  on 
the  other  hand,  is  like  every  other  share  of  stock  of  the 
same  company.  Its  value  is  exactly  the  same.  Any 
one,  therefore,  who  is  familiar  with  the  value  of  the 
stock  of  a  given  corporation  and  who  desires  to  purchase 
it  cares  absolutely  nothing  about  receiving  any  partic- 
ular share.  The  situation  in  the  case  of  the  stock  is 
the  same  as  if  every  piece  of  real  estate  in  the  same  lo- 
cality were  of  equal  desirability  and  value.  The  mar- 
ket, therefore,  for  securities  is  much  broader  than  for 
other  classes  of  property.  No  individual  search  is  neces- 
sary except  for  the  general  purpose  of  ascertaining  the 
value  of  any  given  security.  It  is  possible,  therefore, 
to  maintain  a  market  such  as  the  stock  exchange  for 
the  purchase  and  sale  of  property  where  men  would 
decide  in  the  fraction  of  a  second  to  accept  or  reject 
the  offer  as  it  is  made  on  the  floor.  This  gives  the 
stock  exchange  its  great  value  and  commands  for  it 
the  enormous  volume  of  business  annually  transacted. 
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Now  the  owner  of  the  security  which  is  not  listed  on 
the  exchange  finds  himself  in  a  position  very  similar 
to  that  of  the  real  estate  owner  whom  we  have  been  con- 
sidering. He  knows  not  where  to  go  to  find  his  market. 
There  may  be  many  people  interested  in  his  stock  but 
their  whereabouts  is  difficult  to  find,  requiring  much 
time,  expense  and  above  all,  causing  delay  and  uncer- 
tainty. He  feels  keenly  the  need  of  a  market  where 
he  can  take  his  stock  and  where  he  knows  that  the  pro- 
spective buyer  of  such  stock  would  inquire.  This  is  fur- 
nished by  the  stock  exchange.  For  this  reason  it  comes 
about  that  the  securities  of  most  corporations  of  any 
considerable  size  are  listed  upon  one  or  more  ex- 
changes. 

41.  Unlisted  department. — The  unlisted  department 
was  established  in  1885.  There  was  at  that  time  a  great 
decline  in  the  value  of  railroad  stocks  which  had  been 
for  many  years  a  favorite  security  with^  investors.  All 
classes  of  buyers  began  to  turn  their  attention  in  other 
directions,  and  the  industrials  for  the  first  time  became 
prominent.  The  business  of  the  stock  exchange  suf- 
fered, for  most  of  the  issues  which  had  sprung  into  pop- 
ularity were  traded  in  on  the  curb  or  in  the  irregular 
exchanges.  The  stock  exchange  in  self  protection, 
therefore,  established  the  unlisted  department  in  order 
to  secure  business  for  its  members  in  the  stocks  of  the 
industrial  companies  which  were  unwilling  to  give  up 
enough  information  to  enter  the  listed  department. 

In  August,  1909,  the  Stock  Exchange  authorities  de- 
cided to  abolish  the  unlisted  department  and  other  ex- 
changes throughout  the  country  have  followed  the 
example  set  by  the  New  York  organization.  Require- 
ments for  admission  to  the  unlisted  department  were 
so  easy  to  comply  with  that  the  Exchange  was  con- 
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tinually  criticized  for  its  laxity,  and  as  the  original  rea- 
sons for  establishing  the  department  no  longer  existed 
it  was  good  business  policy  to  do  away  with  it.  There 
is  now  only  the  regular  Hst. 


CHAPTER  VI 

THE  ARBITRAGE  BUSINESS 

42.  Basis  for  the  business, — One  of  the  most  inter- 
esting things  connected  with  operations  on  the  stock  ex- 
change is  the  arbitrage  business.  Those  engaged  in  this 
business  endeavor  to  make  money  out  of  the  inequalities 
which  exist  in  the  prices  of  stocks  in  the  various  markets 
in  which  they  are  sold.  They  buy  stock  in  one  market 
when  the  price  is  low  and  sell  it,  almost  at  the  same  mo- 
ment, in  some  other  market  where  the  price  is  high,  with 
a  view  of  netting  the  difference  between  the  two  quota- 
tions. Arbitrage  is  frequently  conducted  between  cities 
like  New  York  and  Boston,  New  York  and  Philadelphia, 
and  formerly  between  the  New  York  Consolidated  and 
the  New  York  Stock  Exchange,  situated  only  two 
squares  apart.  However,  the  arbitrage  business  is  gen- 
erally confined  to  operations  between  New  York  and 
London.  It  is  between  these  centres  that  most  of  the 
business  is  done. 

The  arbitrage  business  is  largely  handled  by  the 
houses  which  are  engaged  in  the  foreign  exchange  busi- 
ness. At  present  there  are  about  a  dozen  firms  in  New 
York  which  do  an  arbitrage  business  with  London. 
The  basis  of  the  business  to  a  large  extent  rests  on  the 
difference  of  time  between  New  York  and  London  and 
the  consequent  difference  in  the  period  during  which 
these  exchanges  are  open  for  business.  The  difference 
in  time  in  favor  of  London  is  almost  five  hours — to 
be  exact,  it  is  four  minutes  and  one  second  less  than 
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five  hours.  It  happens,  therefore,  that  when  the  New 
York  Exchange  opens  for  business  in  the  morning  at 
10  o'clock  it  is  then  four  minutes  to  3  o'clock  in  Lon- 
don. There  is  really  only  four  minutes  of  time  each 
day  during  which  both  exchanges  are  in  session.  But 
as  a  matter  of  fact,  there  is  a  good  deal  of  trading 
going  on  in  London  after  3  o'clock.  Because  of  this 
difference  of  time  it  happens  that  London  has  done 
almost  a  full  day's  business  before  the  stock  market 
becomes  active  in  New  York.  The  first  sure  indica- 
tion, therefore,  of  the  effects  of  important  events  upon 
the  stock  market  to  be  had  in  the  morning  is  the  influ- 
ence which  they  exert  upon  the  London  market.  As  a 
consequence  the  brokers  and  their  customers  as  soon  as 
they  reach  their  office  make  a  study  of  the  London  quo- 
tations, for  they  know  that  these  quotations  will  very 
likely  have  an  influence  upon  the  opening  of  the  New 
York  market. 

The  London  prices  of  American  securities  will  not 
always  coincide,  however,  with  the  prices  which  will 
be  quoted  in  New  York.  Money  may  be  tighter  in 
London  than  in  New  York.  The  foreign  prices  of 
stock  may  suffer  a  loss  through  some  local  tendency 
which  has  a  remote  bearing  upon  the  New  York  mar- 
ket. Any  one  of  many  factors  may  cause  a  variation 
in  prices.  This  is  the  opportunity  which  the  arbitrageur 
awaits  and  out  of  which  he  secures  his  business.  Usually 
between  9:15  and  9:30  the  London  quotations  begin  to 
come  in  over  the  ticker  and  on  the  news  slips.  The  news 
slip  is  a  very  important  part  of  the  Wall  Street  ma- 
chinery. It  appears  from  time  to  time  giving  a  brief 
summary  of  all  events  likely  to  affect  the  stock  market. 
These  slips  are  distributed  by  boys  to  the  various  offices 
which  have  subscribed  for  the  service,     The  slips  con- 
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taining  the  London  quotations  will  usually  give  the  low- 
est and  closing  quotations  in  case  the  market  is  closed 
for  the  day,  and  opposite  the  closing  quotation  will 
give  the  New  York  equivalent,  or  the  sum  in  American 
money  which  is  represented  by  the  New  York  quota- 
tion. This  equivalent,  however,  is  not  accurate.  It  is 
really  considerably  higher  than  the  New  York  equiv- 
alent and  it  is  necessary,  therefore,  for  the  broker  to  re- 
duce the  London  quotation  to  the  price  prevailing  in 
the  American  market.  This  is  done  by  a  brief  mathe- 
matical computation,  which  will  be  explained  later.  The 
reason  why  the  tw^o  quotations  are  not  on  a  par  is  due 
to  the  fact  that  all  American  stocks  are  quoted  in  Lon- 
don on  an  arbitrary  basis — ^viz.,  that  one  pound  sterling 
equals  $5;  that  is  to  say,  $1  equals  4  British  shillings. 
When  the  exchange  is  perfectly  normal  one  pound 
sterling  exactly  equals  $4.8665,  although  the  ratio  of 
exchange  will  vary  from  $4.84  to  $4.89.  If  a  stock, 
for  example,  is  quoted  in  London  at  93l/^  the  New  York 
equivalent  would  be  90.69,  provided  sterling  exchange 
rules  at  4.85  in  New  York.  Now  it  follows  from  this 
that  if  the  New  York  opening  quotation,  for  instance, 
is  9114  and  he  sells  St.  Paul  in  New  York  at  9114  the 
New  York  arbitrageur  would  be  certain  of  a  profit  of 
approximately  50  cents  per  share  or  $50  per  one  hundred 
shares,  provided  he  was  able  to  buy  the  stock  at  the 
equivalent  of  the  London  quotation.  This,  in  brief,  is 
one  of  the  operations  of  the  artitrage  business.  Of 
course.  New  York  has  to  take  into  consideration  the  costs 
and  expenses  of  completing  the  transaction. 

43.  Conversion  of  London  prices  to  American  equiv- 
alents.— The  rule  usually  followed  is  to  multiply  the 
London  price  by  the  Wall  Street  price  of  demand  ster- 
ling and  then  divide  this  product  by  five,  which  in  the 
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foregoing  illustration  gave  90.69.  Such  arithmetical 
calculations  if  always  necessary  would  prove  burden- 
some, especially  in  view  of  the  rapidity  and  promptness 
with  which  the  transactions  in  the  two  markets  must  be 
carried  out  in  order  to  reap  any  advantage  resulting 
from  a  difference  in  the  price  of  the  same  security  in 
the  respective  markets.  In  order  to  lighten  this  work 
and  ehminate  the  delay,  various  tables  have  been  pre- 
pared to  enable  a  quick  conversion  of  London  quota- 
tations  to  these  New  York  equivalents.  A  much  used 
table  is  that  prepared  by  Mr.  H.  W.  Rosenbaum,  which 
appears  in  part  below : 

STOCK  CONVERSION  TABLES 

EXCHANGE  AT: 

LONDON 

Price  in  pence  483  484  485  486  487  488  489  490 

11 0.34  0.35  0.33  0.31  0.39  0.26  0.24  0.33 

15 0.51  0.48  0.45  0.43  0.39  0.36  0.33  0.30 

20 0.68  0.64  0.60  0.56  0.53  0.48  0.44  0.40 

35 0.85  0.80  0.75  0.70  0.65  0.60  0.55  0.50 

30 1.03  0.96  0.90  0.84  0.78  0.72  0.66  0.60 

35 1.19  1.13  1.05  0.98  0.91  0.84  0.77  0.70 

40 1.36  1.38  1.30  1.13  1.04  0.96  0.88  0.80 

45 1.53  1.44  1.35  1.36  1.17  1.08  0.99  0.90 

50 1.70  1.60  1.50  1.40  1.30  1.30  1.10  1.00 

55 1.87  1.76  1.65  1.54  1.43  1.33  1.31  1.40 

60 2.04  1.93  1.80  1.68  1.56  1.44  1.33  1.20 

65 3.31  2.08  1.95  1.83  1.69  1.56  1.43  1.30 

70 3.38  3.34  3.07  1.93  1.83  1.68  1.54  1.40 

75 3.55  2.40  3.25  2.10  1.95  1.80  1.65  1.50 

80 2.72  2.56  2.40  2.24  2.08  1.90  1.76  1.60 

85 2.89  2.73  3.55  3.38  3.31  2.04  1.87  1.70 

90 3.06  2.88  2.70  2.53  2.34  2.16  1.98  1.80 

95 3.23  3.04  2.85  2.66  2.47  3.28  2.09  1.90 

100 3.40  3.30  3.00  3.80  3.60  2.40  3.20  2.00 

Of  course  the  table  is  not  given  in  full,  no  columns 
being  given  for  foreign  exchange  rates  except  for  full 
numbers,  and  quotations  being  given  only  for  every 
fifth  point. 

The  use  of  the  table  is  easily  understood.  Suppose 
for  example  that  exchange  is  4.87  and  the  London  quo- 
tation of  the  stock  in  question  is  75.     The  method  of 
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arriving  at  the  New  York  equivalent  would  be  as  fol- 
lows: 

London  price   75 

Deduct    01.95 

New  York  equivalent    73.05 

The  01.95  which  is  deducted  from  the  London  price  of 
75  is  found  by  finding  the  quotation  of  75  in  the  column 
entitled  "London  price"  and  then  following  the  line 
until  we  reach  the  column  for  the  rate  of  exchange  at 
4.87.  Whatever  the  London  price  may  be,  all  that  is 
necessary  is  to  deduct  the  figure  found  in  the  column 
designated  by  the  rate  of  exchange.  If  the  London 
price  happens  to  be  75%  the  same  method  would  be 
adopted  but  one  would  add  the  fraction  0.37  to  the 
price,  making  the  equivalent  73.50. 

If  the  stock  happens  to  be  quoted  above  par,  the 
transaction  works  out  a  little  differently.  Suppose  the 
London  price  of  the  security  to  be  150  and  the  exchange 
at  4.87,  the  calculation  would  then  be  as  follows : 

London  price    150 

Deduct  2.60  for  100-  2.60     

Deduct  1.30  for    50-  1.30     3.90 

New  York  equivalent  146.10 

The  table  can  also  be  used  for  converting  the  New  York 
price  into  the  London  price.  The  procedure  then  usu- 
ally followed  is  to  take  the  New  York  quotation  and 
add,  instead  of  subtracting  the  difference  shown  in  the 
table  for  this  price.  This,  of  course,  is  not  exactly  cor- 
rect but  it  is  near  enough  for  all  purposes  and  is  the 
method  usually  followed,  especially  in  a  very  active 
market. 

44.  Computation  of  costs  and  profits. — ^We  have  next 
to  inquire  how  the  arbitrageur  ascertains  whether  or  not 
the  difference  in  the  prices  of  securities  is  sufficient  to 
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enable  him  to  make  a  profit.  In  computing  his  profits 
the  arbitrageur  must  determine  whether  or  not  he  in- 
tends to  ship  the  securities  bought  in  the  one  market 
to  the  market  where  he  has  sold  them.  In  case  he  ships 
the  securities  he  must  take  into  account  a  considerable 
number  of  factors  besides  the  computation  of  the  New 
York  market  or  London  equivalent  from  the  quotation 
in  the  other  market.  Some  of  the  heaviest  expenses  to 
which  he  is  subject  are  the  cost  of  transportation,  insur- 
ance, the  interest  upon  his  investment  during  the  time 
that  the  stock  is  in  transit,  and  the  cost  of  operating 
and  conducting  his  business.  Mr.  Rosenbaum  gives  the 
following  example  as  an  illustration  of  the  method  used 
by  the  arbitrageur  in  computing  the  cost:  He  takes 
for  his  example  1,000  shares  of  St.  Paul  bought  in  Lon- 
don at  I54I/2  ^^d  shipped  to  New  York: 

Bought  1,000  shares  of  St.  Paul  at  1541/2 £30,900 

6d.  commission  per  share,  equals,     .25  

Contract  stamp,     01  

Cable  to  and  from  Liverpool,   . .     .10 25.11 

£30,925.11 

This  is  the  cost  of  the  stock  in  London  upon  the  basis 
of  the  American  rule  that  one  pound  sterling  equals 
five  dollars.  If  the  stock  is  to  be  brought  to  New  York, 
however,  this  amount  must  be  converted  to  the  Amer- 
ican equivalent.  Supposing  that  the  arbitrageur  buys 
a  cable  transfer  at  say  4.87%  to  be  paid  in  New  York 
upon  delivery  of  the  stock  here  with  interest  from  the 
time  of  payment  in  London  until  reimbursement  here — 
say  about  ten  days; 

£30,925.11   at  4.873^    $150,839.37 

Insurance   (50c  per  1,000)     75 

Postage    1 

Total  cost  in  New  York  equals $150,915.37 

Per  share,  about  150% 
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This  however,  does  not  complete  the  transaction  for 
no  interest  has  been  included  in  the  calculation.  About 
ten  days'  interest  would  have  to  be  paid  to  the  banker 
to  cover  the  outlay  for  the  use  of  the  money  while  the 
stock  is  in  transit.  This  interest  can,  however,  fre- 
quently be  avoided  in  cases  where  the  stock  need  not 
be  paid  for  until  its  arrival  and  formal  delivery  in  New 
York.  In  many  cases  also,  the  item  of  insurance  does 
not  enter.  Many  of  the  large  arbitrage  houses  do  not 
insure  shares  of  stock  which  are  transferred  from  one 
market  to  another.  They  take  the  certificates  before 
a  notary  who  certifies  the  number  of  each  share.  In 
case  the  stock  certificates  are  lost,  new  ones  are  issued 
by  the  corporation.  The  cost  of  insurance,  however,  is 
small,  being  only  about  fifty  to  sixty  cents  per  thousand 
of  stock.  The  saving  is  so  insignificant,  therefore,  that 
many  houses  regard  it  as  poor  practice  to  omit  insuring 
the  safe  carriage  of  the  securities.  This  is  particularly 
true  in  the  case  of  bonds. 

The  most  important  additional  charge  is  for  the  pur- 
pose of  making  the  transaction  bear  its  proper  share 
of  the  cost  of  the  operation  of  the  business,  such  as 
office  expenses  and  the  like.  These  are,  however,  an 
indeterminable  quantity  and  it  is  not  usual  to  apportion 
them  on  the  various  transactions.  The  amount  of  prof- 
its secured  from  the  business  are  used  to  meet  expenses 
and  the  balance  is  divided  by  the  firm.  The  arbitrageur 
must  bear  in  mind,  however,  that  his  oflSce  expenses 
are  running  and  must  see  to  it  that  each  day's  trans- 
actions yield  a  sufficient  profit  to  pay  his  expenses  and 
leave  him  something  for  his  work  and  risk.  The  method 
of  arriving  at  the  cost  of  carrying  through  the  trans- 
action where  securities  have  to  be  shipped  is  set  forth 
by  Mr.  Rosenbaum  as  follows :     In  this  case  the  cost  of 
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1,000  shares  of  Ontario  and  Western  sold  in  London  at 
35  and  shipped  to  New  York  was  selected  for  illustra- 
tion: 

COST  IN  NEW  YORK 

Sale  of  1,000  Ontario  and  Western  at  35 £7,000.00 

Less  commission  and  stamp,  £35   1  

Cable  expenses    9  

English   Government   and   stamp   of  two  shil- 
lings on  each  ten  shares  10  35.10 

6,964.90 
We  ship  the  stock  to  London  with  draft,  and  sell  the 

draft  to  banker  at  say  $4.87  amounts  to 33,917.11 

Less   insurance   and  postage    17.48 

or  equal  to  33-99/100  per  share 33,899.63 

One  of  the  heaviest  expenses  connected  with  the  ar- 
bitrage business,  as  we  have  seen,  is  the  expense  of  ship- 
ping the  securities.  This  expense  must  be  deducted 
from  the  profits  of  the  transaction  and  there  is  really 
no  advantage  gained  in  return.  As  a  consequence  the 
arbitrageur  endeavors,  as  far  as  possible,  to  eliminate 
the  necessity  of  shipping  from  one  market  to  the  other. 
The  success  of  a  house  is  often  largely  due  to  the  fact 
that  it  makes  very  few  shipments  between  markets 
under  ordinary  conditions.  The  method  by  which  ship- 
ping is  avoided  is  interesting.  The  arbitrageur,  for 
example,  may  sell  a  certain  security  in  New  York,  but 
the  next  transaction  may  represent  a  purchase  of  the 
same  stock  in  New  York  as  against  a  sale  in  London. 
The  arbitrageur  finds  that  he  has  both  bought  and  sold 
one  hundred  shares  in  each  market.  All  that  is  done 
is  to  exchange  the  stock  between  the  seller  and  buyer 
in  the  same  city,  and  the  accounts  balance.  This  prac- 
tice is  followed  to  a  very  large  extent  and  the  arbitra- 
geur is  always  gratified  when  he  can  settle  up  his  various 
accounts  in  this  manner. 

It  is  not  necessary,  however,  that  he  should  always 
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be  able  to  do  this  in  order  to  avoid  the  shipment  of  se- 
curities. It  may  happen,  for  example,  that  he  is  obliged 
to  continue  purchasing  the  same  stock  in  one  market 
and  selling  it  in  another  for  a  long  period.  Here  he 
may  do  what  the  short  seller  does  to  fulfill  delivery. 
He  can  lend  the  stock  in  the  market  where  he  has  con- 
tinued to  buy  stock,  and  where  it  is  accumulating  on 
his  hands.  In  the  same  way  he  can  borrow  in  the  other 
market  to  fulfill  his  contracts. 

For  weeks  or  sometimes  even  for  months  this  may 
go  on,  the  arbitrageur  in  the  meantime  looking  for 
a  favorable  opportunity  to  even  up.  When  the  price  is 
favorable  he  will  sell  his  accumulated  stock  in  the  market 
where  he  has  loaned  it  out,  while  he  will  buy  stock  in  the 
other  market  in  order  to  return  that  which  he  has  bor- 
rowed. Under  ordinary  conditions  the  arbitrageur  will 
patiently  await  these  opportunities  realizing  that  the 
fewer  shipments  he  has  to  make  the  greater  will  be  the 
profits  of  the  year's  business. 


CHAPTER  VII 

METHODS  OF  TRADING  AND  THEIR  CONSEQUENCES 

45.  What  kinds  of  transactions  are  permitted? — ^Be- 
fore we  can  begin  a  detailed  study  of  the  system  of 
speculation  it  is  necessary  that  we  investigate  the  various 
ways  in  which  stock  can  be  bought  or  sold  upon  the 
exchange.  The  rules  governing  the  purchase  and  sale 
of  securities  on  the  various  exchanges  are  practically 
uniform.  Their  aim  is  to  prevent  pure  betting  or 
gambling,  or  at  least  to  curtail  the  amount  of  it.  In 
this  purpose,  however,  they  have  only  partly  succeeded. 
The  rules  of  the  exchange  provide  for  four  classes  of 
transactions  and  prohibit  all  members  from  engaging  in 
any  kind  of  transaction  which  does  not  come  within 
the  classifications.  The  four  ways  in  which  bids  and 
offers  can  be  made  are  as  follows: 

1.  "Cash"  transactions, 

2.  "Regular  way"  transactions, 

3.  "At  three  days," 

4.  "Buyers'  or  sellers'  options." 

By  "cash"  transactions,  the  exchange  means  that  the 
stock  is  to  be  delivered  by  the  seller  to  the  buyer  and 
paid  for  upon  the  day  on  which  it  is  sold. 

"Regular  way"  transactions  are  made  with  the  under- 
standing that  the  delivery  and  payment  is  to  be  made 
before  2:15  P.  M.  on  the  day  following  the  date  of  the 
sale. 

"At  three  days"  transactions  are  those  in  which  de- 

64 


METHODS  OF  TRADING  65 

livery  is  made  upon  the  third  day  following  the  making 
of  the  contract. 

"Buyers'  or  sellers'  options"  must  be  for  a  period  of 
not  less  than  4  days,  nor  more  than  60  days. 

It  has  been  estimated  that  over  95  per  cent  of  the 
transactions  on  the  exchange  are  "regular,"  that  is,  the 
contracts  provide  that  delivery  of  the  securities  must 
be  made  on  the  day  following  the  date  of  the  sale.  If 
the  seller  fails  to  deliver  the  stock  before  2:15  P.  M. 
on  the  following  date,  the  purchaser  immediately  noti- 
fies the  chairman  of  the  exchange,  who  proceeds  to  buy 
the  securities  "under  the  rule,"  or  in  other  words,  on  the 
open  floor  of  the  exchange.  If  he  is  forced  to  pay  more 
for  them  than  was  specified  in  the  original  contract  the 
purchaser  has  a  claim  against  the  seller  for  the  differ- 
ence, which  must  be  settled  to  prevent  the  member  being 
disciplined  by  the  exchange. 

The  buyers'  or  sellers'  options  are  contracts  by  which 
the  buyer  has  the  right  to  a  certain  number  of  shares 
at  a  specified  price  at  any  time  within  the  period  of  the 
option.  This  right,  of  course,  is  exercised  only  in  the 
event  of  the  prices  of  the  security  moving  so  that  the 
execution  of  the  ri^Iit  will  give  a  profit.  The  device 
was  probably  copied  from  the  system  of  "futures" 
which  is  so  extensively  used  in  grain  and  cotton  specu- 
lation. 

In  the  ordinary  "cash"  and  "regular  way"  transac- 
tions you  will  recollect  that  there  is  no  written  contract 
between  the  buyer  and  the  seller.  The  evidence  of  the 
agreement  is  the  memoranda  made  by  the  two  parties 
on  the  floor  of  the  exchange  when  the  securities  were 
bought.  The  rules  of  the  exchange,  however,  provide 
that  all  agreements  for  three  days  or  more  must  be  in 
writing,  and  that  the  written  contracts  must  be  ex- 
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changed  before  the  close  of  business  on  the  following 
day.  The  rules  also  provide  that  on  such  contracts 
regular  interest  may  be  charged.  In  case  the  party 
owning  the  option  should  desire  to  have  the  securities 
delivered,  it  is  first  necessary  for  him  to  give  one  day's 
notice,  not  later  than  2 :15  P.  M.  of  his  wishes,  and  the 
securities  will  then  be  delivered  at  the  regular  hour  on 
the  succeeding  day. 

As  has  been  said,  all  of  the  transactions  except  those 
described  are  forbidden.  Fictitious  transactions  are  es- 
pecially under  the  ban  and  proof  of  their  existence  will 
lead  to  the  immediate  expulsion  of  the  offending  mem- 
ber. These  rules,  however,  while  enforced  in  the  let- 
ter are,  nevertheless,  constantly  violated  in  the  spirit. 

46.  Classes  of  security  buyers, — The  customers  of  the 
exchange  are  classified  in  various  ways.  A  distinction  is 
always  made  between  the  profee  ionals  and  the  outside 
public, — sometimes  derisively  ca  ad  "lambs,"  because  so 
often  fleeced  or  sheared.  While  many  answer  the  siren 
call  to  get  money  without  work,  few  are  permitted  to 
know  its  delirlits.  The  professionals  are  brokers  who 
make  a  specialty  of  certain  stocks  and  who  deal  for 
themselves,  looking  for  small  profits  on  a  large  volume 
of  business  to  give  them  satisfactory  returns  for  their 
capital  invested  and  for  their  risk  and  work.  The  pub- 
lic consists  of  the  thousands  of  ordinary  business  and 
professional  men  who  support  and  give  business  to  the 
brokers'  offices.  The  number  of  people  who  furnish 
business  for  the  Stock  Exchange  constantly  varies.  In 
a  dull  market  when  there  are  small  fluctuations  in  secu- 
rity values,  and  frequently  in  a  declining  market  when 
prices  show  a  startling  downward  tendency,  the  public 
plays  but  a  small  part  in  the  situation.     This  market  is 
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then  frequently  referred  to  as  a  professional  market, 
owing  to  the  absence  of  the  outside  buyers. 

On  the  other  hand,  in  boom  times  when  the  prices  of 
securities  are  steadily  advancing,  even  in  a  speculative 
manner,  the  public  then  is  a  prominent  factor.  The 
average  man  is  an  optimist.  He  usually  buys  stock  in 
a  rising  market  upon  the  assumption  that  it  will  go  still 
higher.  He  sees  little  to  interest  him  in  a  stagnant  or 
a  declining  market. 

An  interesting  classification  of  the  patrons  of  the  Ex- 
change is  that  made  by  the  Hughes  Committee: 

(1.)  Investors,  who  personally  examine  the  facts  relating  to 
the  value  of  securities  or  act  on  the  advice  of  reputable  and  ex- 
perienced financiers,  and  pay  in  full  for  what  they  buy. 

(2.)  Manipulators,  whose  connection  with  corporations  issu- 
ing or  controlling  particular  securities  enables  them  under  cer- 
tain circumstances  to  move  the  prices  up  or  down,  and  who  are 
thus  in  some  degree  protected  from  dangers  encountered  by 
other  speculators. 

(3.)  Floor  traders,  who  keenly  study  the  markets  and  the 
conditions  of  business,  and  acquire  early  information  concerning 
the  changes  which  affect  the  values  of  securities.  From  their 
familiarity  with  the  technique  of  dealings  on  the  Exchange,  and 
ability  to  act  in  concert  with  others,  and  thus  manipulate  values, 
they  are  supposed  to  have  special  advantages  over  other  traders. 

(4.)  Outside  operators  having  capital,  experience,  and 
knowledge  of  the  general  conditions  of  business.  Testimony  is 
clear  as  to  the  result  which,  in  the  long  run,  attends  their  opera- 
tions; commissions  and  interest  charges  constitute  a  factor  al- 
ways working  against  them.  Since  good  luck  and  bad  luck 
alternate  in  time,  the  gains  only  stimulate  these  men  to  larger 
ventures,  and  they  persist  in  them  till  a  serious  or  ruinous  loss 
forces  them  out  of  the  "Street." 

(5.)  Inexperienced  persons,  who  act  on  interested  advice, 
"tips,"  advertisements  in  newspapers,  or  circulars  sent  by  mail, 
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or  "take  flyers"  in  absolute  ignorance,  and  with  blind  confidence 
in  their  luck.     Almost  without  exception  they  eventually  lose. 

47.  Bulls  and  Bears, — A  second  classification  divides 
the  customers  of  the  brokers  upon  the  basis  of  their  at- 
titude toward  the  future  movement  of  the  prices  of  the 
various  securities.  There  are  always  two  factions  in  the 
market, — one  trading  upon  the  strength  of  and  working 
for  a  rise  in  the  price  of  their  securities,  the  other  work- 
ing and  hoping  for  a  fall  in  the  price  of  stocks.  Be- 
tween these  opposing  factors  the  values  of  stock  fluctuate 
first  in  one  direction  and  then  in  another. 

Now  the  buyers  of  stock  who  are  contemplating  a 
rise  in  its  value  may  purchase  their  shares  in  one  of 
two  ways.  The  first  way  is  to  buy  the  securities  out- 
right, paying  the  full  purchase  price  for  them.  These 
people  are  either  investors  or  conservative  speculators. 
They  take  their  securities  and  lock  them  up  in  a  vault 
and  go  on  attending  to  their  everyday  affairs  until 
such  time  as  their  expectations  have  been  realized,  when 
they  will  take  the  securities  to  the  broker's  office,  have 
them  sold  and  pocket  the  expected  profit.  If  their 
judgment  has  been  erroneous  and  the  value  of  the  se- 
curities declines  instead  of  advancing  they  can  either 
hold  the  securities  until  the  price  rebounds,  which  is  very 
frequently  done,  or  can  direct  their  sale  and  take  the 
loss.  These  people,  as  a  rule,  give  little  concern  to  the 
banking  or  brokerage  interests.  Their  stocks  having 
been  paid  for  outright  they  require  no  money  to  carry 
them  in  a  falling  market.  This  class  of  buyers,  how- 
ever, is  in  the  minority.  The  great  majority  of  those 
purchasing  in  anticipation  of  a  rise  in  the  prices  of  stocks 
do  so  upon  a  margin  by  which  they  advance  10  per  cent 
of  the  value  of  the  stock,  the  other  9-10  of  the  funds 
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being  secured  through  the  efforts  of  the  broker.  The 
method  by  which  such  transactions  are  carried  on  has 
ah-eady  been  explained. 

48.  Process  of  selling  short, — The  other  side  of  the 
market — those  who  are  counting  upon  a  fall  in  the 
value  of  stock — can  operate  only  in  one  way.  It  is 
obvious  that  no  one  could  make  a  profit  by  buying  stock 
outright,  paying  for  it  and  locking  it  up  in  anticipation 
of  a  fall  in  its  value.  It  is  possible,  however,  for  a  man 
to  make  money  in  case  he  can  predict  a  fall  in  the  value 
of  a  security. 

It  is  believed  in  Wall  Street  that  the  public  is  made 
up  of  bulls,  or  those  who  play  for  a  rise  in  the  value  of 
stocks,  while  the  professionals  are  more  frequently  the 
bears,  or  those  who  anticipate  a  fall  in  the  value  of  se- 
curities. This  is  founded  upon  the  fact  that  the  public 
as  a  rule  does  not  speculate  upon  a  falling  market.  In 
fact,  not  many  understand  how  the  transaction  is  car- 
ried through.  The  method  by  which  men  speculate 
on  a  falling  market  is  by  the  operation  known  as  selling 
"short."  The  rules  of  the  Exchange  on  their  face  pro- 
hibit a  man  from  selling  stock  which  he  does  not  pos- 
sess, nevertheless  this  practice  is  carried  on  very  exten- 
sively. 

In  order  to  understand  a  short  sale  let  us  take  an  illus- 
tration. Suppose  a  man  believes  that  he  has  inside  infor- 
mation that  a  decision  will  be  rendered  by  the  Supreme 
Court  of  the  United  States  which  will  be  very  disas- 
trous to  the  interests  of  a  certain  railroad  company.  He 
argues  that  as  soon  as  the  decision  is  announced  it  will 
be  immediately  reflected  by  a  sudden  fall  in  the  value 
of  the  stock  of  this  corporation.  The  market  is  quick 
to  learn  of  every  favorable  or  unfavorable  condition 
which  may  affect  the  securities  which  are  traded  in  upon 
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the  exchange.  Now  if  the  man  desires  to  take  advan- 
tage of  the  opportunity  which  he  believes  is  presented, 
he  will  sell  short — let  us  say — 300  shares  of  this  com- 
pany's stock  in  order  to  make  a  profit  out  of  the  fall  in 
price  which  he  feels  certain  will  come.  The  broker 
having  received  these  instructions  and  the  necessary 
funds  to  carry  them  through  now  proceeds  to  execute 
in  the  regular  way  provided  for  under  the  rules  of  the 
exchange.  He  sells  300  shares  of  the  railway  com- 
pany's stock  for  the  customer,  knowing  that  at  that  time 
the  customer  in  all  likelihood  does  not  own  or  intend  to 
purchase  the  300  shares  of  stock  which  the  broker 
is  obligated  to  deliver.  Under  his  contract,  the  broker 
must  turn  over  the  stock  to  the  buyer  before  2:15  P.  M. 
on  the  following  day.  Before  this  time  arrives  the 
broker  borrows  the  stock. 

There  are  a  number  of  institutions  in  Wall  Street  and 
some  connected  with  every  exchange  which  make  a  busi- 
ness of  loaning  stock  to  brokers  who  desire  to  put 
through  short  sales.  In  the  New  York  exchange  there 
is  a  post  on  the  floor  around  which  those  desiring  to 
loan  stock  or  to  borrow  it  can  gather  and  effect  their 
transactions.  It  would  seem  strange  that  any  one 
should  desire  to  loan  stock,  yet  such  a  transaction  is  not 
without  its  advantages.  The  borrower  of  the  stock 
must  deposit  with  the  lender  a  sum  of  money  equal  to 
the  market  value  of  the  stock  at  that  time.  In  other 
words  he  deposits  the  equivalent  of  its  purchase  price 
in  the  open  market.  This  gives  to  the  lender  the  full 
value  of  the  stock,  and  at  the  same  time  he  is  entitled  to 
demand  its  return  at  any  time  upon  short  notice.  If 
he  had  decided  to  borrow  money  upon  the  stock  as  col- 
lateral, instead  of  loaning  it,  and  had  taken  it  to  a  bank 
he  would  not  have  secured  its  full  value,  but  perhaps 
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have  been  given  only  80  or  90  per  cent  of  this  amount. 
He,  therefore,  can  raise  from  10  to  20  per  cent  more 
money  upon  his  security  by  loaning  it  than  he  can  by 
using  it  as  collateral  for  loans.  It  is  largely  because  of 
this  that  there  are  usually  a  large  number  of  lenders  of 
securities  in  the  market. 

The  broker  now  has  in  his  possession  stock  which  he 
has  borrowed.  He  takes  this  and  makes  delivery  in  ac- 
cordance with  the  rules  of  the  exchange.  The  transac- 
tion as  between  the  selling  and  buying  broker  is  regular 
in  every  way  and  there  is  nothing  in  its  face  to  indi- 
cate that  the  sale  was  in  any  way  extraordinary.  The 
fact  is,  however,  that  the  broker's  customer  has  sold  and 
delivered  stock  which  he  does  not  own,  but  which  he 
hopes  to  be  able  to  buy  at  a  later  time  at  a  lower  price. 
If  the  expectations  of  the  customer  come  true  and  the 
court  decision,  rendered  in  accordance  with  his  forecast, 
causes  the  value  of  the  stock  to  decline,  he  is  now  in  a 
position  to  profit  by  his  perspicacity  and  the  risk  which 
he  has  taken,  for  he  can  now  go  into  the  open  market 
and  purchase  300  shares  of  the  railway  stock  at 
a  lower  price  than  that  at  which  he  sold  it.  As  soon  as 
he  secures  delivery  of  the  securities  which  he  now  buys, 
his  broker  takes  them  to  the  firm  from  which  the  stock 
was  originally  borrowed,  returns  them  and  receives  a 
check  for  the  amount  of  money  originally  deposited  to- 
gether with  interest  at  the  prevailing  rate  upon  the  sum 
for  the  time  in  which  it  was  in  the  hands  of  the  lenders 
of  the  securities. 

If  the  customer,  on  the  other  hand,  did  not  succeed 
in  accurately  forecasting  the  nature  of  the  court's  de- 
cision, it  is  likely  that  the  stock  will  advance  upon  the 
strength  of  the  favorable  ruling.  In  this  case  he  would 
endeavor  to  cover  his  "short"  sale.     He  would  do  this 
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by  buying  stock  in  the  open  market  as  speedily  as  pos- 
sible. He  would,  of  course,  have  to  pay  more  for  it 
than  the  amount  for  which  he  sold  it.  The  broker  would 
turn  the  securities  over  and  get  back  his  original  de- 
posit and  the  customer  would  lose  the  difference  between 
the  amount  which  he  was  forced  to  pay  for  the  stock 
plus  costs  and  charges  and  the  amount  for  which  he 
sold  it.  In  any  normal  market  there  is  always  a  con- 
siderable "short"  interest,  or  in  other  words,  a  consid- 
erable number  of  people  who  are  selling  stock  short  in 
anticipation  of  a  decline.  There  is  also  at  the  same 
time  likely  to  be  a  considerable  "long"  interest,  or  peo- 
ple who  have  bought  stock  in  anticipation  of  being  able 
to  sell  it  at  a  higher  price.  The  conflict  between  these 
two  interests,  together  with  the  influence  exerted  by 
outright  buyers  is  the  force  which  largely  fixes  the  price 
of  securities.  A  very  active  long  interest,  buying 
stock  in  large  amounts,  will  force  prices  up.  On  the 
other  hand,  large  "short"  sales  make  heavy  offers  and 
buyers  can  sometimes  be  found  only  when  price  con- 
cessions have  been  secured.  When  the  market,  how- 
ever, is  dominated  by  either  one  or  the  other  interest, 
it  usually  follows  that  a  reaction  in  the  prices  of  stocks 
will  immediately  follow. 

The  hammering  of  the  prices  of  securties  caused  by 
the  constant  short  selling  drives  the  prices  down  to  the 
point  where  the  bulls  see  a  chance  to  make  an  advance. 
Their  efforts  are  frequently  aided  by  the  outside  buyer 
who  figures  that  the  existing  price  of  the  security  of- 
fers him  a  desirable  investment.  Buying  from  these  two 
sources  immediately  absorbs  all  of  the  stock  which  the 
shorts  offer.  As  soon  as  this  movement  begins — in  fact, 
sometimes  before  the  price  of  the  security  has  been  ad- 
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vanced — the  short  interest  "scrambles  to  cover,"  buying 
in  stock  in  order  to  close  up  their  transactions. 

49.  Some  stocks  are  closely  held, — It  is  common  to 
hear  that  a  stock  "is  closely  held"  and  that  there 
is  little  of  it  available  for  buying  and  selling.  By  this 
is  meant  that  a  very  large  proportion  of  the  issue  has 
been  purchased  by  financial  institutions,  corporations  or 
other  interests  who  have  bought  it  for  investment  pur- 
poses or  to  carry  out  some  plan  entirely  apart  from  any 
small  fluctuations  in  its  prices.  The  stock  of  the  Read- 
ing Company  is  an  illustration  of  this  situaton.  A 
very  large  proportion  of  this  issue  is  held  by  the  Lake 
Shore  and  JNIichigan  Southern  and  by  the  Baltimore 
and  Ohio  Railroad  Companies.  These  corporations 
purchased  the  stock  because  of  a  desire  to  preserve  har- 
mony in  railroad  conditions,  by  having  a  voice  in  the 
management  of  a  railroad  which  was  a  factor  in  shaping 
policies  in  the  territory  in  which  they  operated. 

The  result  of  this  large  stock  holding  by  these  corpo- 
rations together  with  the  considerable  amounts  held  by 
financial  institutions  which  are  unlikely  to  offer  them 
for  sale  except  under  unusual  circumstances  reduces 
the  quantity  of  the  stock  of  this  company  available  for 
transactions  upon  the  exchange  to  a  relatively  small 
amount.  In  counter-distinction  to  the  Reading,  the 
stock  of  the  Pennsylvania  is  widely  held.  This  cor- 
poration has  on  its  books  over  60,000  stockholders  who 
participate  in  its  profits  and  own  its  securities. 

The  short  selling  of  stock  which  is  closely  held  is 
usually  carried  on  circumspectly  by  well  informed  peo- 
ple. Although  the  small  amount  of  stock  which  is  avail- 
able makes  it  easier  to  bring  about  the  desired  fluctua- 
tions, nevertheless  there  exists  a  strong  possibility  of 
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short  interests  overselling  and  thereby  creating  a  "cor- 


ner." 


50.  The  corner, — A  "corner"  in  a  security  may  be 
brought  about  either  accidentally  or  as  a  result  of 
market  manipulation.  It  is  possible  only  when  there  is 
in  existence  at  the  time  a  heavy  short  interest  in  the 
market.  A  large  number  of  the  famous  corners  have 
been  brought  about  by  shrewd  speculators  who  have 
started  out  deliberately  to  fight  the  shorts  either  in  the 
stock  markets  or  in  the  produce  market.  These  individ- 
uals or  cliques  quietly  go  about  obtaining  possession  of 
the  stocks  or  warehouse  receipts  which  are  available  for 
dehvery  in  fulfillment  of  speculative  transactions.  The 
short  sellers  have  disposed  of  a  large  amount  of  stock, 
depending  upon  their  ability  to  purchase  it  back  at  a 
future  time  at  a  lower  price.  The  buyers  of  this  stock 
are,  of  course,  the  manipulators  who  are  endeavoring 
to  create  a  corner.  They  quietly  buy  up  the  stock, 
guarding  their  intentions,  and  then  turn  it  over  to  firms 
who  will  lend  it  to  the  shorts.  They  do  this  until  they 
get  the  market  bare  of  all  available  securities,  that  is  to 
say,  until  they  have  bought  up  practically  all  of  the 
available  stock  in  the  market.  If  the  bear  interest  is 
large  and  persistent,  this  movement  frequently  goes  on 
without  causing  any  marked  fluctuation  in  the  price  of 
the  security. 

As  soon  as  manipulators  feel  that  they  have  succeeded 
in  their  purpose  they  begin  to  call  for  the  return  of  the 
stocks  loaned  to  the  shorts.  The  bears  immediately  en- 
deavor to  buy  to  fulfill  their  contracts.  They  find,  how- 
ever, that  they  cannot  secure  any  stock  because  it  is 
already  held  by  the  operators  who  are  engineering  the 
corner.  The  short  sellers  are  thus  caught  in  a  vise.  If 
the  brokers  fail  to  carry  out  their  contracts  they  are 
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ruined  and  will  be  expelled  from  the  exchange.  The 
only  way  in  which  they  can  escape  is  by  settling  at  the 
price  fixed  by  the  operator  or  clique  who  worked  the 
comer. 

One  of  the  most  famous  corners  which  was  ever  de- 
liberately planned  was  that  worked  by  Cornelius  Van- 
derbilt  in  the  case  of  the  Harlem  Railway  stock.  Mr. 
Vanderbilt  originally  bought  this  stock  for  $8.00  or 
$9.00,  for  each  $50.00  share.  By  hard  work  and  good 
management  the  road  was  so  improved  that  the  value 
of  the  stock  jumped  to  $58.00  per  share.  After  hav- 
ing thus  effectively  established  the  credit  of  his  prop- 
erty, Mr.  Vanderbilt  decided  on  the  extension  of  his 
system.  As  soon  as  he  applied  to  the  legislature  of 
New  York  for  the  franchises  necessary  to  carry  through 
these  improvements  the  public  became  aware  of  what 
was  going  on.     The  franchises  were  eventually  secured. 

In  the  meantime  the  realization  of  the  advantages 
which  would  accrue  to  the  road  advanced  the  price  of 
its  stock  until  it  reached  117.  The  political  interests 
whch  had  been  instrumental  in  securing  the  franchises 
for  the  railroad  profited  by  this  rise,  having  bought  stock 
in  anticipation  of  the  event.  They,  however,  were  not 
satisfied  with  their  profit,  but  decided  that  there  was  an- 
other splendid  opportunity  awaiting  them.  Their  asset 
was  the  complete  control  of  a  legislature  which  would 
do  their  bidding.  They  evolved  the  plan  of  selling  the 
stock  of  the  Harlem  Railway  short,  at  the  high  price 
then  prevailing,  and  after  this  had  been  done,  they 
would  have  the  legislature  revoke  the  franchise  which 
had  been  granted,  causing  dismay  and  consternation 
among  the  holders  of  the  stock  of  the  company  and  a 
consequent  heavy  fall  in  its  price.  As  soon  as  this  oc- 
curred the  politicians  would  go  into  the  market  and  buy 
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up  the  securities  necessary  to  cover  their  short  sales. 

By  some  method,  however,  Mr.  Vanderbilt  secured  a 
knowledge  of  this  scheme.  He  at  once  decided  not 
only  to  block  the  move  but  to  profit  by  the  incident.  All 
of  the  stock  which  they  sold  short  he  purchased  so  that 
ultimately  he  held  options  from  the  political  syndicate 
for  more  than  the  total  issue  of  the  Harlem  stock.  The 
politicians  thus  placed  themselves  in  a  position  where 
they  promised  to  deliver  more  Harlem  stock  than  was 
in  existence.  Mr.  Vanderbilt  had  succeeded  well  in  his 
venture.  He  simply  waited  until  the  options  matured. 
When  the  time  for  delivery  came  and  the  politicians  en- 
deavored to  secure  the  shares  there  were  none  obtainable 
in  the  market.  The  price  of  Harlem  stock  in  the  mean- 
time had  dropped  to  about  72.  As  soon  as  they  discov- 
ered their  predicament  they  began  to  buy  stock  at  any 
price  it  was  offered.  Quotations  advanced  by  leaps  and 
bounds  until  they  finally  reached  179.  Here  it  re- 
mained. Mr.  Vanderbilt  then  disclosed  to  them  the  full 
extent  of  their  position.  He  dictated  the  terms  on  which 
he  would  settle,  which  were  the  regranting  of  the  fran- 
chise and  a  settlement  at  the  figure  then  prevailing. 
The  syndicate  had  no  other  alternative  than  to  accept  his 
tei-ms. 

The  politicians  smarting  under  the  costly  defeat  cher- 
ished the  hope  that  they  might  revenge  themselves  upon 
Mr.  Vanderbilt.  A  short  time  later  Mr.  Vanderbilt 
secured  control  of  the  Hudson  River  Railroad  and  he 
immediately  set  about  preparations  to  consolidate  this 
road  with  the  Harlem.  The  politicians  anticipated  that 
Mr.  Vanderbilt  would  take  advantage  of  the  opportunity 
to  make  money  through  the  rise  in  the  prices  of  the 
stock — a  rise  which  seemed  almost  inevitable  because  of 
the  advantages  of  a  united  property.     It  occurred  to 
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them  that  here  would  be  a  splendid  opportunity  to  re- 
taliate for  that  first  corner  in  Harlem  which  had  been 
so  disastrous  to  them.  They  consequently  resolved  to 
sell  Hudson  stock  short  and  then  through  manipulation 
of  the  legislature  to  balk  Mr.  Vanderbilt's  scheme  by 
refusing  the  necessary  permission  for  the  consolidation 
of  the  property. 

Mr.  Vanderbilt  soon  became  aware  of  this  plan.  As 
soon  as  they  began  their  bear  raid  upon  the  prices  of 
Harlem  stock,  buying  orders  came  from  every  source 
by  tens  of  thousands.  Every  option  which  was  offered 
was  purchased.  The  tremendous  volume  of  transac- 
tions exhausted  both  sides,  Mr.  Vanderbilt  being  forced 
to  extremes  to  raise  the  money  necessary  to  purchase 
the  stock  which  was  offered.  In  the  meantime  the  pol- 
iticians carried  out  their  plan,  the  legislature  refusing 
permission  for  the  consolidation.  Harlem  stock  im- 
mediately fell  from  150  to  90  and  Mr.  Vanderbilt  re- 
peated his  former  tactics  and  simply  sat  still  and  waited. 
The  shorts  as  soon  as  they  tried  to  cover  their  transac- 
tions found  that  there  was  no  stock  available.  The 
price  jumped  up  by  great  leaps  until  it  finally  reached 
285.  Mr.  Vanderbilt  determined  that  this  should  be 
a  costly  lesson  and  declared  that  he  would  not  settle 
under  $1,000  per  share.  The  shorts  could  not  purchase 
the  stock  and  therefore,  were  at  the  mercy  of  the  only 
person  who  had  sufficient  stock  to  enable  them  to  carry 
out  their  contracts.  Wall  Street  was  in  a  violent  panic, 
for  every  brokerage  house  realized  that  if  settlement 
had  to  be  made  at  Mr.  Vanderbilt's  figure  it  would  mean 
universal  ruin.  Influence  was  brought  to  bear  upon 
Mr.  Vanderbilt  who  altered  his  decision  and  was  finally 
induced  to  accept  settlement  at  285. 

There  have  been  many  other  famous  corners  which 
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were  deliberately  planned.  Some  of  these  have  been 
successful  and  some  have  cost  their  perpetrators  enor- 
mous sums. 

The  second  class  of  corners  is  that  which  arises  out 
of  accidents  rather  than  by  the  result  of  any  manipu- 
lation. One  of  this  class  was  the  Northern  Pacific  cor- 
ner of  1901.  It  brought  about  the  panic  of  that  year. 
There  were  two  great  railroad  interests  in  that  section 
of  the  country.  The  Hill  interest  then  dominated  the 
Great  Northern  system  which  closely  paralleled  the 
Northern  Pacific  lying  a  few  miles  to  the  north.  The 
second  interest  was  dominated  by  Mr.  Harriman  who 
owned  the  Union  Pacific  which  lay  to  the  south  of 
the  Northern  Pacific's  line.  The  Northern  Pacific 
at  that  time  was  not  under  the  domination  of  either 
interest.  Lying  as  it  did  between  the  two  interests,  both 
desired  about  the  same  time  to  secure  control.  As  a 
consequence  the  two  great  syndicates  headed  by  Hill 
and  Harriman  began  a  widespread  and  vigorous  cam- 
paign for  the  purchase  of  this  stock.  The  prices  of  the 
stock  steadily  advanced  under  the  influence  of  such  gen- 
eral and  continued  bidding.  Both  interests,  of  course, 
kept  the  real  purpose  of  their  purchase  and  their  intent 
carefully  guarded,  in  order  not  to  appraise  the  public  of 
their  desire  and  thus  advance  the  price  of  securities  upon 
themselves. 

Many  speculators  as  they  saw  the  stock  advance  in 
value  believed  that  it  would  pass  the  point  where  it  could 
be  expected  to  remain  and  therefore  figured  out  that 
a  decline  was  to  be  expected.  A  large  number  of  them 
began  to  sell  short,  anticipating  a  fall  in  the  price  of 
the  stock.  The  thousands  of  shares  thus  called  out  were 
of  course  eagerly  snapped  up  by  the  contending  syndi- 
cates.    When  the  shorts  endeavored  to  cover  they  found 
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that  there  was  practically  no  available  stock  on  the 
market.  The  supply  had  been  exhausted  by  the  greedy 
demand  of  the  rival  syndicates.  The  shorts  in  their 
effort  to  cover,  bid  the  stock  up  imtil  it  finally  reached 
1,000  per  share.  The  market  was  thrown  into  the  wild- 
est confusion  as  soon  as  the  gravity  of  the  situation  was 
realized  and  it  became  generally  known  that  there  was 
a  struggle  on  between  titanic  forces  for  the  control  of 
the  great  system.  It  was  finally  possible  to  make  an 
arrangement  for  the  settlement  of  the  corner  which  pre- 
vented any  widespread  disorder. 

51.  Ethics  of  short  selling, — There  are  those  who  be- 
lieve it  is  morally  wrong  as  well  as  injurious  to  the  best 
interests  of  the  securities  market  to  sell  short.  The 
point  is  well  disposed  of  in  the  Hughes  report: 

We  have  been  strongly  urged  to  advise  the  prohibition  or 
limitation  of  short  sales,  not  only  on  the  theory  that  it  is  wrong 
to  agree  to  sell  what  one  does  not  possess,  but  that  such  sales 
reduce  the  market  price  of  the  securities  involved.  We  do  not 
think  that  it  is  wrong  to  agree  to  sell  something  that  one  does 
not  now  possess,  but  expects  to  obtain  later.  Contracts  and 
agreements  to  sell,  and  deliver  in  the  future,  property  which  one 
does  not  possess  at  the  time  of  the  contract,  are  common  in  all 
kinds  of  business.  The  man  who  has  "sold  short"  must  some 
day  buy  in  order  to  return  the  stock  which  he  has  borrowed 
to  make  the  short  sale.  Short-sellers  endeavor  to  select  times 
when  prices  seem  high  in  order  to  sell,  and  times  when  prices 
seem  low  in  order  to  buy,  their  action  in  both  cases  serving  to 
lessen  advances  and  diminish  declines  of  price.  In  other  words, 
short-selling  tends  to  produce  steadiness  in  prices,  which  is  an 
advantage  to  the  community.  No  other  means  of  restraining 
unwarranted  marking  up  and  down  of  prices  has  been  sug- 
gested to  us. 

The  legislation  of  the  State  of  New  York  on  the  subject  of 
short-selling  is  significant.     In  1812  the  Legislature  passed  a 


80  INVESTMENT  AND  SPECULATION 

law  declaring  all  contracts  for  the  sale  of  stocks  and  bonds  void, 
unless  the  seller  at  the  time  was  the  actual  owner  or  assignee 
thereof  or  authorized  by  such  owner  or  assignee  to  sell  the  same. 
In  1858  this  act  was  repealed  by  a  statute  now  in  force,  which 
reads  as  follows: 

"  An  agreement  for  the  purchase,  sale,  transfer  or  delivery 
of  a  certificate  or  other  evidence  of  debt,  issued  by  the  United 
States  or  by  any  State,  or  municipal  or  other  corporation,  or 
any  share  or  interest  in  the  stock  of  any  bank,  corporation  or 
joint-stock  association,  incorporated  or  organized  under  the 
laws  of  the  United  States  or  of  any  State,  is  not  void,  or  void- 
able, because  the  vendor,  at  the  time  of  making  such  contract, 
is  not  the  owner  or  possessor  of  the  certificate,  or  certificates,  or 
other  evidence  of  debt,  share  or  interest." 

It  has  been  urged  that  this  statute  "specifically  legalizes  stock 
gambling."  As  a  matter  of  fact,  however,  the  law  would  be 
precisely  the  same  if  that  statute  were  repealed,  for  it  is  the 
well-settled  common  law  of  this  cowntry,  as  established  hy  the 
decisions  of  the  Suprem£  Court  of  the  United  States  and  of  the 
State  courts,  that  all  contracts,  other  than  mere  wagering  con- 
tracts, for  the  future  purchase  or  sale  of  securities  or  commodi- 
ties are  valid,  whether  the  vendor  is,  or  is  not,  at  the  time  of 
making  such  contract,  the  owner  or  possessor  of  the  securities 
or  commodities  involved,  in  the  absence  of  a  statute  making  such 
contracts  illegal.  So  far  as  any  of  these  transactions  are  mere 
wagering  transactions,  they  are  illegal,  and  not  enforceable,  as 
the  law  now  stands. 

It  has  been  suggested  to  us  that  there  should  be  a  require- 
ment either  by  law  or  by  rule  of  the  Stock  Exchange,  that  no 
one  should  sell  any  security  without  identifying  it  by  number 
or  otherwise.  Such  a  rule  would  cause  great  practical  diflScul- 
ties  in  the  case  of  securities  not  present  in  New  York  at  the 
time  when  the  owner  desires  to  sell  them,  and  would  increase 
the  labor  and  cost  of  doing  business.  But,  even  if  this  were 
not  the  effect,  the  plan  contemplates  a  restriction  upon  short 
sales,  which,  for  the  reasons  set  forth  above,  seems  to  us  unde- 
sirable.    It  is  true  that  this  identification  plan  exists  in  Eng- 
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land  as  to  sales  of  bank  shares  (Leeman  act  of  1867);  but  it 
has  proved  a  dead  letter.  It  has  also  been  used  in  times  of 
apprehended  panic  upon  the  French  Bourse,  but  opinions  in 
regard  to  its  effect  there  are  conflicting.  While  some  contend 
that  it  has  been  useful  in  preventing  panics,  others  affirm  that 
it  has  been  used  simply  for  the  purpose  of  protecting  bankers 
who  were  loaded  down  with  certain  securities  which  they  were 
trying  to  distribute,  and  who,  through  political  influence,  pro- 
cured the  adoption  of  the  rule  for  their  special  benefit. 

52.  Puts^calls  and  straddles, — There  are  several  other 
ways  in  which  a  man  may  speculate  in  stocks,  besides 
the  methods  just  considered.  The  purchase  and  sale 
of  "puts,"  "calls"  and  "straddles"  are  favorite  devices 
used  by  certain  classes  of  speculators.  The  purchase 
or  sale  of  these  privileges  has  been  forbidden  upon  the 
floor  of  most  of  the  stock  exchanges,  but  is  still  per- 
missible in  the  produce  exchanges.  The  prohibition  in 
the  case  of  the  stock  exchanges  does  not  prevent  their 
use,  for  there  are  a  number  of  firms  in  Wall  Street  who 
are  wilKng  to  sell  these  privileges. 

A  "put"  may  be  defined  as  an  option  which  gives  the 
buyer  of  the  "put"  the  privilege  of  making  the  seller 
of  the  "put"  take  a  certain  amount  of  produce  or  se- 
curities at  a  stated  price  within  a  given  time  stated  in 
the  agreement. 

A  "call"  on  the  other  hand  is  the  opposite  of  the 
"put."  This  privilege  gives  the  buyer  the  right  to  call 
upon  the  other  party  for  a  certain  amount  of  produce 
or  securities  at  a  fixed  price  within  a  specified  time. 

A  "straddle"  is  a  combination  of  a  "put"  and  a  "call." 
It  gives  the  purchaser  the  privilege  of  either  putting  or 
calling  the  produce  or  securities  at  the  named  price 
within  a  given  period. 

These  three  privileges  are  used  almost  entirely  in 
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speculative  transactions.  They  are  simply  bets  upon  an- 
ticipated changes  in  the  price  of  the  security  or  product 
which  is  traded  in.  Let  us  suppose  that  a  man  believes 
that  the  price  of  a  certain  stock  will  fall  owing  to  some 
circumstances  which  he  feels  reasonably  certain  will  hap- 
pen. He  desires  to  profit  by  this  decline  in  price.  He 
therefore,  seeks  out  someone  and  purchases  a  "put"  by 
which  he  is  given  the  privilege  of  delivering  the  stated 
number  of  shares  of  the  stock  within  a  given  time  at 
a  price  which  is  named.  Now  if  his  judgment  proves 
to  be  correct  and  the  price  of  the  stock  falls  he  can  go 
into  the  open  market  and  purchase  the  number  of  shares 
mentioned  in  the  "put"  at  a  price  much  below  that  at 
which  the  seller  of  the  "put"  has  agreed  to  buy  it.  He 
will  then  take  over  the  stock,  demanding  the  fulfillment 
of  the  contract  named  in  the  "put"  and  will  make  the 
difference  between  the  price  at  which  he  bought  the 
stock,  and  the  price  at  which  he  sold  it  under  the  "put" — 
less,  of  course,  the  commission  on  the  purchase  of  the 
securities  and  the  amount  which  he  paid  in  order  to 
purchase  the  privilege.  As  a  matter  of  fact  in  most 
cases  this  transaction  is  never  carried  out,  for  a  "put" 
is  in  reality  a  pure  gamble  and  settlement  is  made  by 
the  payment  of  the  difference  in  price  to  the  lucky  spec- 
ulator. 

A  "call"  is  used  largely  by  short  sellers  or  bears  who 
have  sold  something  which  they  do  not  own.  Suppose 
a  man  has  sold  a  certain  stock  at  seventy  which  he  ex- 
pects to  be  able  to  go  into  the  market  and  buy  later 
on  at  a  smaller  price,  thereby  realizing  a  profit.  He 
desires  to  protect  himself  against  a  sudden  rise  or  against 
a  possible  comer.  He  finds  that  he  can  buy  a  call  for 
72  which  will  give  him  the  privilege.  In  case,  for  ex- 
ample, the  stock  goes  to  74  he  requires  the  seller  of  the 
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call  to  deliver  it  to  him  at  72.  In  such  a  case  the  loss 
to  the  buyer  of  the  call  is  limited  because  he  cannot 
be  caught  on  the  wrong  side  of  the  market,  for  more 
than  the  two  points  on  his  stock,  plus,  of  course,  the 
amount  which  he  has  to  pay  in  order  to  secure  the  priv- 
ilege. When  used  in  such  transactions  the  price  which 
he  pays  for  the  call  is  largely  an  insurance  premium 
which  he  pays  in  order  to  be  protected  against  a  heavy 
loss. 

Calls  are  also  used  by  those  who  believe  that  the  price 
of  securities  will  advance  above  the  price  named  in  the 
call.  They  do  not  care  to  invest  in  stock  but  purchase 
instead  this  privilege  which  gives  them  the  right,  in  case 
their  predictions  are  verified,  of  calling  for  delivery  of 
the  stock  at  a  price  which  is  lower  than  that  then  pre- 
vailing in  the  open  market.  This,  of  course,  enables 
the  speculator  to  make  a  profit. 

A  "straddle"  is  used  by  those  who  desire  to  be  on  both 
sides  of  the  market  at  once.  They  believe  that  the  price 
of  the  stock  will  not  remain  stationary  because  they  find 
that,  for  example,  there  are  powerful  interests  opposing 
each  other — one  to  advance  and  the  other  to  cause  a 
decHne  in  the  stock.  The  speculator  is  not  certain 
which  will  win  or  even  that  he  is  correct,  but  knowing 
that  the  value  of  the  stock  must  move  in  one  direction 
or  the  other,  he  desires  to  profit  by  it.  He  knows,  too, 
that  if  he  can  purchase  a  straddle  that  it  is  immaterial 
which  way  the  stock  will  move  just  so  long  as  it  moves 
sufficiently  far  in  either  direction  for  him  to  attain  this 
end.  He  is  like  the  gambler  who  hedges  on  his  bet. 
The  purchaser  of  the  straddle  buys  the  right  to  deliver 
stock  at  a  price  which  is  higher  than  the  price  then  pre- 
vailing in  the  market  or  to  call  for  it  at  any  price  which 
is  below  that  at  which  the  stock  is  then  selling.     If, 
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for  example,  he  sold  at  70  he  may  be  able  to  purchase 
the  right  to  buy  the  stock  at  72  or  call  for  it  at  68. 

Straddles  can  only  be  purchased  when  those  who  sell 
them  expect  a  stagnant  market  in  which  the  price  of 
securities  will  not  fluctuate  sufficiently  to  force  them 
to  redeem  the  privileges  which  they  sell.  If  the  market 
fails  to  move  beyond  the  limits  named  in  the  contract, 
the  buyer  is  out  of  pocket  the  amount  which  he  has  paid 
for  the  privilege,  while  the  seller  of  the  privilege  has  the 
total  sum  which  he  has  received  as  compensation  for  the 
risk  which  he  has  taken.  The  risk  is,  however,  very 
great  because  the  seller  of  the  right  gambled  on  the 
market's  being  stationary,  which  is  very  unlikely.  The 
cost  of  the  straddles  is  therefore  usually  heavy  even 
when  they  can  be  purchased. 

As  compared  with  puts  and  calls  there  are  many 
times  when  a  straddle  cannot  be  purchased  at  all.  In 
fact,  they  are  not  used  to  any  great  extent.  The  prices 
paid  for  the  privilege  depends  upon  the  following  fac- 
tors: 

1.  Upon  the  length  of  time  during  which  the  privi- 
lege is  to  run.  If  the  time  is  long  the  risk  of  fluctuation 
is  larger  and  the  price  greater. 

2.  Upon  the  difl*erence  between  the  prices  named  in 
the  agreement  and  those  then  prevailing  in  the  open 
market.  The  greater  the  difl'erence  in  the  prices,  the 
less  likely  is  the  seller  of  the  privilege  to  be  called  on 
to  fulfill  the  contract. 

3.  Upon  the  condition  of  the  market.  When  the 
market  is  wild  the  seller  of  the  privilege  is  running  a 
greater  risk  than  when  the  market  is  steady. 

4.  In  the  case  of  securities  the  nature  of  the  security 
must  always  be  taken  into  consideration. 

These  privileges,  as  has  been  said,  are  used  most  ex- 
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tensively  at  the  present  time  in  the  grain  market.  There 
is  usually  a  regulation  charge  of  perhaps  $10  per  thou- 
sand bushels  of  grain.  This  is  varied  frequently,  how- 
ever, to  fit  the  occasion.  But  these  privileges  are  falling 
into  disuse  because  they  are  pure  gambling,  and  the  ex- 
changes are  coming  to  frown  upon  them  more  and  more 
as  time  passes. 


CHAPTER  VIII 

THE  SCIENCE  OF  SPECULATION 

53.  The  degree  to  which  speculation  is  scientific, — 
The  future  is  always  more  or  less  uncertain  but  in  so 
far  as  future  movement  of  stock  market  prices  can  be 
foreseen  speculation  is  scientific.  No  system  has  ever 
been  devised  to  foretell  all  fluctuations  in  prices  and 
the  fate  of  the  stock  speculator  who  believes  his  method 
to  be  infallible  is  likely  to  prove  that  of  the  gambler  at 
Monte  Carlo  who  endeavors  by  elaborate  permutations 
to  work  out  a  system  of  beating  the  bank.  Neverthe- 
less the  eff*ort  to  foresee  the  future  and  make  profit  by 
so  doing  enters  more  or  less  into  all  business  activities 
and  it  is  capable  of  proof  that  the  movement  of  stock 
prices  is  not  so  irregular  as  to  be  incapable  of  a  certain 
amount  of  foresight  provided  a  speculator  has  the  proper 
mental  equipment  and  knowledge. 

54.  Great  differences  in  the  prices  of  securities, — The 
changes  which  take  place  in  the  price  of  securities  dur- 
ing the  year  or  even  within  the  hours  of  a  business  day, 
seem  at  first  to  be  inexphcable.  An  examination  of  the 
variations  shows  that  they  do  not  occur  regularly  so  that 
the  prices  of  any  six  months  may  be  compared  with  those 
of  similar  months  in  other  years. 

The  variation  in  the  price  of  some  of  the  leading  stocks 
in  the  years  1906  and  1907  furnishes  a  good  illustration, 
although  it  is  a  somewhat  extreme  comparison  owing  to 
the  unsettled  conditions  of  the  latter  year. 

86 
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1906  1907 

High        Low  High  Low 

American  Smelting  Company 174  ISSi/g  155  56 1^ 

Atlantic  Coast  Line 167%  131  i/g  ISSs/^        58 

Baltimore  &  Ohio ISSi/g  1053^  122  753/3 

Chicago,  Milwaukee  and  St.  Paul— common.  198y8  135l^  157%        931/2 

Chicago  and  Northwestern 240  192  205  126 

Consolidated  Gas 1813^  130^/8  140%         74 

Great  Northern  preferred  S48  275  1893^  107i/a 

Illinois  Central   184%  164  172  116 

Missouri  Pacific 1063^  136%        923^        44% 

Pennsylvania  Railroad 147%  122%  1413/^  103% 

Reading 164  112  139%         70% 

These  stocks  are  picked  at  random,  but  they  illustrate 
the  general  tendency  during  these  years.  Such  wide 
differences  in  prices,  however,  are  largely  confined  to 
stocks,  at  least  in  the  case  of  high  grade  corporations. 
The  prices  of  high  grade  bonds  fluctuate  much  less 
from  year  to  year.  Their  security  is  f uUy  protected  by 
the  mortgages  issued  upon  their  property  and  the  mar- 
gin or  surplus  of  earnings  over  the  amount  necessary 
to  pay  the  interest  on  the  company's  debt  is  usually  so 
great  that  no  vicissitude  in  business  exerts  more  than  a 
small  effect  upon  their  price. 

This  sharp  contrast  between  the  fluctuation  of  the 
prices  of  stocks  and  bonds  is  usually  urged  as  a  power- 
ful argument  for  the  investment  of  savings  in  bonds 
rather  than  stocks.  In  spite  of  this,  however,  we  find 
that  even  the  best  life  insurance  companies  hold  large 
amounts  of  stock  among  their  investments.  The  Penn- 
sylvania Railroad  stock  was  for  example,  according  to 
a  compilation  of  a  recent  date  held  by  eighty-eight  life 
and  fire  insurance  companies.  This  perhaps  is  the 
largest  distribution  which  any  stock  enjoys  among  this 
class  of  investors.  In  spite  of  the  high  favor  in  which 
the  securities  of  this  company  are  held,  due  largely  to 
the  uniform  prosperity  which  the  corporation  has  en- 
joyed, the  price  of  its  stock  fluctuated  in  1903  between 
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the  low  and  high  extreme  of  110%  and  157%,  and  in 
1907  between  103^  and  147^.  In  each  of  seven  out 
of  the  last  ten  years  this  stock  varied  in  value  by  at 
least  twenty-two  points,  and  in  some  years  the  varia- 
tions exceeded  this  amount. 

Another  stock  usually  regarded  as  desirable  among 
American  securities  is  that  of  the  New  York  Central 
and  Hudson  River  Railroad.  This  stock  was  recently 
held  by  at  least  forty-three  life  and  fire  insurance  com- 
panies. Within  a  period  of  six  months  in  1906  it 
dropped  from  156  to  127  rising  again  in  September  to 
146  and  finally  falling  in  November  to  126.  These 
fluctuations  are  not  exceptional.  They  can  be  dupli- 
cated on  every  hand.  Illinois  Central;  Chicago  and 
Northwestern;  Chicago,  Milwaukee  and  St.  Paul  and 
other  leading  railroads,  all  of  which  are  held  in  high 
favor  and  are  owned  largely  by  life  insurance  com- 
panies, have  fluctuated  as  much  as  fifty  dollars  within 
a  single  year. 

These  variations  in  the  prices  of  securities  not  only 
apply  to  individual  instances  but  show  up  in  any  com- 
putation which  may  be  made,  averaging  the  values  of 
a  large  number  of  securities.  The  Wall  Street  Jour- 
nal^ a  leading  financial  daily  of  New  York,  publishes 
every  day  the  average  prices  of  twenty  representative 
railway  stocks  and  twelve  representative  industrial 
stocks.  The  results  of  this  computation  for  the  years 
1905  and  1906,  which  were  generally  regarded  as  nor- 
mal years  will  show  how  great  is  the  average  change 
in  values.  The  record  for  1907  and  1908  would  be  even 
more  startling  since  these  were  years  of  depression  and 
violent  changes  in  values.  Our  comparison,  therefore, 
more  nearly  represents  normal  conditions. 
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Twelve  Industrials.  Twenty  Railways. 

Declined  to  May  8,  1905 74.52      May  8,  1905 117.35 

Rallied     to  May  12,  1905 78.05      May  12,  1905 120.02 

Declined  to  May  22,  1905 71.37      May  22,  1905 114.52 

Rallied     to  August  23,  1905 82.82      August  29,  1905 132.19 

Declined  to  September  7,  1905 78.60      September  7,  1905 127.37 

Rallied     to  November  1,  1905 84.14      October  23,   1905 132.65 

Declined  to  November  13,  1905...  80.83      November   13,   1905 127.91 

Rallied     to  January  19,  1906 103.00      January  22,  1906 138.36 

Declined  to  March  5,  1906 92.90      March  5,  1906 128.54 

Rallied     to  March  13,  1906 96.96      March  13,  1906 131.46 

Declined  to  March  19,  1906 92.05       March  19,  1906 128.96 

Rallied     to  April  3,  1906 98.19      April  2,  1906 133.13 

Declined  to  April  10,  1906 95.05      April  10,  1906 130.07 

Rallied     to  April  14,  1906 97.02       April    16,    1906 132.66 

Declined  to  May  3,  1906 86.45      May  3,   1906 120.30 

Rallied     to  June  4,  1906 95.15      June  11,  1906 131.05 

Declined  to  July  13,  1906 85.18      July  2,   1906 121.76 

Rallied     to  October  9,  1906 96.75      September  17,  1906 137.84 

Closed            November  10,  1906...  93.32    .November  10,   1906 132.24 

55.  Inequalities  in  the  prices  of  securities  with  the 
same  yield. — The  most  natural  explanation  which  would 
occur  to  one  for  this  difference  in  the  price  of  securities 
is  that  their  earning  power  must  be  unequal.  This,  of 
course,  is  true  to  a  considerable  extent.  If  the  prices 
of  securities  really  represent  their  value  it  would  seem 
that  all  of  the  stocks  which  have  a  satisfactory  record 
of  paying,  for  example,  a  four  per  cent  dividend,  ought 
to  sell  at  practically  the  same  price,  and  that  those  pay- 
ing five  per  cent,  for  a  sufficient  period,  should  sell  at 
a  higher  price.  This,  however,  is  not  the  case,  as  is 
shown  by  the  following  computation,  giving  yearly 
dividends  and  price  on  November  19,  1906.  This  year 
has  again  been  selected  because  it  was  one  when  normal 
conditions  prevailed: 

PER  CENT  STOCKS. 

American  Smelt 157 

American  Ice 89 

American  Sugar   135 

Chicago  and  North  Western  206 

Chicago,  Milwaukee  &  St.  Paul 185 

Leather  Preferred 102 

Illinois  Central 173 

Manhattan 145 

Republic  Iron  and  Steel  Preferred   99 

United  States  Steel  105 
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6  PER  CENT  STOCKS. 

American  Tobacco  preferred 971^ 

Atlantic  Coastline 140 

Baltimore  &  Ohio 120 

Canadian  Pacific 182 

Louisville  and  Nashville 147 

5  PER  CENT  STOCKS. 

Atchison 103 

American  Locomotive 75 

Missouri  Pacific 95 

Norfolk  and  Western 96 

New  York  Central 133 

Southern  Pacific  96 

4  PER  CENT  STOCKS. 

National  Lead  76 

Reading  150 

Tennessee  Coal  and  Iron  158 

These  few  illustrations,  taken  at  random,  are  suffi- 
cient to  show  the  enormous  differences  which  existed 
between  the  prices  of  securities  as  quoted  on  the  ticker 
tape  from  time  to  time.  The  importance  of  this  wide 
variation  in  prices  from  the  standpoint  of  our  study  of 
speculation  arises  from  the  fact  that  the  greatest  activity- 
prevails  during  periods  when  the  fluctuations  in  prices 
are  occurring,  while  the  market  is,  as  a  rule,  stagnant 
during  periods  when  prices  are  almost  stationary.  It  is 
not  necessary  that  prices  shall  fluctuate  violently  or  that 
the  movement  shall  be  confined  to  a  short  space  of  time 
in  order  to  make  an  active  market,  for  some  of  the 
periods  of  the  largest  volume  of  trading  have  occurred 
at  times  when  the  market  has  experienced  either  a  steady 
and  gradual  rise,  or  a  corresponding  decline. 

56.  Effect  of  manipulation  and  other  artificial  fac- 
tors.— While  variation  in  price  is  the  main  incentive  to 
speculation,  the  course  of  prices  in  turn  depends  to  quite 
an  extent  upon  the  volume  of  speculative  trading,  a 
part  of  which  many  persons  believe  to  be  manipulative 
or  artificial  in  some  sense.  Just  how  manipulation  is 
effected  was  related  in  a  previous  chapter.     There  have 
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been  years  when  the  total  sales  of  listed  and  unlisted 
shares  on  the  New  York  Stock  Exchange  represented 
a  par  value  of  more  than  twenty-five  bilHons  of  dol- 
lars and  there  are  not  a  few  observers  who  believe  this 
activity  has  been  in  large  part  artificial.  Mr.  Sereno 
S.  Pratt,  secretary  of  the  New  York  Chamber  of  Com- 
merce, in  his  "Work  of  Wall  Street"  has  presented  in- 
teresting tabulations  showing  the  great  volume  of  trad- 
ing in  some  of  the  leading  securities.  He  concludes 
that  a  sufficient  number  of  shares  of  stock  of  the  Chi- 
cago, Milwaukee  and  St.  Paul  railroad  company  has 
been  sold  during  a  single  year  to  equal  twenty-three 
and  three-fourths  times  the  total  outstanding  stock  issue 
of  this  corporation.  Some  of  the  other  results  of  his 
investigations  of  the  volume  of  a  single  year's  trading 
in  our  leading  securities  are  as  follows : 

Union  Pacific  sold  21l^  times  over. 

American  Sugar  sold 18      times  over. 

Rock  Island  sold ISy^  times  over. 

Manhattan  sold 13%  times  over. 

Wabash   (preferred)    l^i/g  times  over. 

Atchison  sold 11%  times  over. 

Brooklyn  sold   liyg  times  over. 

Michigan  sold   10      times  over. 

Mr.  Pratt  was  formerly  editor  of  the  Wall  Street 
Journal,  but  another  former  editor  of  the  same  paper, 
Mr.  Thomas  F.  Woodlock,  who  is  now  a  broker,  de- 
clares there  is  much  less  manipulation  than  most  people 
suppose,  and  as  an  independent  factor  in  price  making 
it  may  almost  be  neglected.  "It  is  at  this  time,"  he 
says,  "an  auxiliary  factor  to  a  small  extent."  A  large 
part  of  the  transactions  on  the  Stock  Exchange,  there  is 
no  doubt,  are  of  a  gambling  nature,  but  this  is  another 
matter.  How  much  is  manipulative  or  in  some  sense 
artificial  is  a  subject  on  which  authorities  disagree. 

57.  Current  news  and  concentration  of  ownership. — • 
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One  of  the  most  important  influences  affecting  prices 
of  speculative  securities  is  the  current  news  contained 
in  the  telegraph,  the  telephone,  the  news  bureau  slips 
and  the  financial  dailies.  Every  publication  contains 
each  day  a  large  amount  of  information  which  will 
affect  the  price  of  almost  all  classes  of  securities,  while 
at  the  same  time  the  reported  event  may  have  no  effect 
whatever  upon  the  real  value  of  the  property  so  far  as 
earnings  are  concerned.  Wall  Street  is  quick  to  dis- 
count any  unfavorable  condition.  A  suggestion  that 
the  earning  power  of  a  company  is  being  injured  will 
be  sufficient  to  cause  a  decline  in  the  price  of  its  stock. 
It  frequently  happens  that  these  fears  prove  ground- 
less. Another  important  factor  is  the  market  supply 
of  the  stock  available  for  speculative  purposes.  This 
matter  has  already  been  briefly  discussed.  Certain  se- 
curities are  held  to  a  very  large  extent  by  insurance 
companies  and  other  financial  institutions  or  by  private 
investors,  thereby  leaving  a  relatively  small  amount  to 
be  traded  in.  Under  such  circumstances  where  the 
supply  of  stock  is  limited,  any  considerable  movement 
either  of  buying  or  selling  will  have  an  unnatural  effect 
upon  the  security  because  of  the  smallness  of  the  market. 
58.  Doxx/s  classification  of  price  movements, — Hav- 
ing seen  how  prices  vary  and  having  noted  a  few  of 
the  multitude  of  outside  influences  which  bring  about 
this  condition,  we  may  now  discuss  the  question  of 
whether  prices  are  ultimately  determined  by  intrinsic 
values.  Prices  often  move  in  an  opposite  direction 
from  that  expected  from  a  knowledge  of  intrinsic  values 
because  of  all  manner  of  other  influences,  but  expe- 
rience teaches  that  sooner  or  later  prices  tend  to  ap- 
proximate real,  intrinsic  values.  One  of  the  best  known 
classifications  of  price  movements  is  that  of  Charles  H. 
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Dow,  one  of  the  founders  of  the  Wall  Street  Journal 
and  himself  a  veiy  successful  speculator.  This  classi- 
fication is  based  on  the  principle,  generally  accepted 
as  sound,  that  in  the  long  run  prices  are  controlled  by 
the  intrinsic  value  of  the  security  and  that  the  variations 
are  the  result  of  extraneous  influences.  Dow's  Class- 
ification is  grouped  under  three  heads: 

1.  The  "  primary  movement "  governed  by  intrinsic  values,  which  is  the 
most  powerful  of  the  three. 

2.  The  "  secondary  movement "  or  the  "  swing  " —  governed  by  manipula- 
tion, by  current  reports  and  by  the  market  machinery. 

3.  The  "  tertiary  movement " —  the  daily  fluctuations  in  the  market 
which  are  caused  by  the  most  trifling  circumstances.  It  may  be  a  mere 
rumor,  the  operations  of  room  traders  or  some  other  influence. 

The  "swing"  may  continue  for  weeks  or  even  months. 
Prices  of  securities  may  be  artificially  inflated  or  de- 
pressed as  the  result  of  the  operations  of  a  powerful 
syndicate  or  clique  which  have  created  unnatural  con- 
ditions in  carrying  out  a  policy  for  which  they  have 
banded  together. 

Mr.  Dow  claims  that  the  primary  movement,  or  that 
based  on  value,  lasts  the  longest  and  is  ultimately  the 
controlling  factor  in  speculation  as  it  is  in  investment. 
The  only  speculators  who  have  had  any  long  continued 
success  in  the  market  are  those  who  follow  the  primary 
movement.  They  disregard  daily  fluctuations  and  carry 
their  securities  with  a  very  heavy  margin,  or  pay  for 
them  outright,  waiting  for  the  real  value  of  the  property 
to  be  reflected  in  the  price  of  the  security.  Those  who 
gamble  upon  the  daily  fluctuations  or  who  stake  their 
hopes  upon  the  success  of  manipulative  eff'orts  sooner 
or  later  come  to  grief. 

The  primary  movement  in  either  direction  usually 
covers  a  considerable  period  of  time,  often  requiring 
some  years  to  efl*ect  its  consummation.  A  careful  study 
of  the  variation  in  the  prices  of  securities  over  a  period 
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of  years  shows  that  at  more  or  less  regular  intervals, 
averaging  perhaps  four  or  five  years,  there  is  a  reversal 
in  the  prices  of  securities.  Starting  from  a  low  point, 
securities  will  advance  with  some  degree  of  steadiness 
to  a  high  point  and  will  then  decline  again  with  more 
or  less  suddenness.  During  the  years  while  this  is 
happening  there  will,  of  course,  be  many  retrogressions, 
nevertheless  the  general  tendency  is  unmistakably  ap- 
parent. These  more  or  less  regular  intervals  are  spoken 
of  as  "cycles"  of  advancing  or  dechning  prices. 


CHAPTER  IX 

THE  SCIENCE  OF  SPECVLATION  —  Continued 

59.  Woodloch's  analysis  of  price  movements, — There 
is  no  more  acute  student  of  speculative  movements 
than  Thomas  F.  Woodlock,  who,  besides  having  been 
an  associate  of  Charles  H.  Dow,  has  also  for  several 
years  been  an  active  broker  on  the  floor  of  the  New 
York  Stock  Exchange  and  prior  to  his  editorial  work 
on  the  Wall  Street  Journal  was  a  broker  on  the  Lon- 
don Stock  Exchange.  In  a  general  way  Mr.  Wood- 
lock  follows  the  principles  laid  down  by  Dow  but 
analyzes  the  subject  much  more  closely.  In  a  series  of 
lectures  before  the  class  in  Investment  and  Speculation 
in  the  School  of  Commerce,  Accounts  and  Finance  of 
New  York  University  he  discussed  the  subject  of  stock 
market  prices  in  substance  as  follows: 

The  price  of  a  security  at  a  given  time  is  the  equation  (so  to 
speak)  of  the  desires  or  necessities  of  buyer  and  seller  resulting 
from  free  bargaining  in  the  open  market,  and  prices  move  ac- 
cording as  these  desires  and  necessities  change  from  time  to 
time. 

Certain  d  priori  principles  undoubtedly  apply  in  the  first  in- 
stance; examination  of  the  facts  will  supply  us  with  others  by 
use  of  the  inductive  method. 

We  may  deal  first  with  the  a  priori  principles.  These  deal 
with  two  distinct  things — first,  the  matter  of  speculation,  and 
second,  with  the  speculators  themselves. 

In  modem  times  the  chief  worth  of  capital  to  its  owner  is  in 
its  power  to  fortify  or  produce  income  or  profit.     Remember- 
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ing  the  nature  of  a  stock,  therefore,  it  is  evident  that  the  two 
really  fundamental  factors  in  determining  its  price  over  a  period 
of  time  will  be  the  income-producing  capacity  of  the  stock  and 
the  income-producing  capacity  of  capital  represented  by  other 
forms  of  investment.  These  other  forms  are  best  represented 
by  the  general  interest  rates  for  long-time  loans  and  commercial 
paper. 

In  other  words,  a  rise  in  general  interest  rates  tends  to  cause 
a  fall  in  prices  of  stocks,  and  vice  versa. 

Likewise,  an  increase  in  the  income-producing  capacity  of  a 
stock  tends  to  cause  a  rise  in  the  price  of  that  stock,  and  vice 
versa. 

If  for  the  purpose  of  this  discussion  we  call  this  general  in- 
terest rate  the  "value"  of  capital  and  the  income-producing 
capacity  of  a  security  the  "value"  of  that  security,  we  can  state 
it  as  a  fundamental  principle  of  price  movement  that  "values 
make  prices"  or  tend  to  make  them  over  a  period  of  time  long 
enough  to  allow  of  elimination  of  effect  of  temporary  factors. 

Consequently,  to  the  extent  that  coming  changes  in  the  value 
of  either  money  or  stock  can  be  foreseen,  the  general  tendency 
of  prices  can  be  foreseen.  Before  passing  to  other  considera- 
tions we  may  note  certain  facts  under  this  head : 

The  income-producing  capacity  of  a  stock  may  be 

a.  Wholly  actual  or  limited. 

h.  Partly  actual  and  partly  potential. 

c.  Wholly  potential. 

Further  let  it  be  noted  that  in  the  case  of  a  security,  limited 
or  unlimited,  there  may  be  either  a  plus  or  a  minus  potentiality. 
In  the  case  of  a  limited  security,  this  potentiality  is  the  measure 
of  security  of  yields;  in  other  cases  it  is  the  measure  of  likeli- 
hood of  increased  or  decreased  yield. 

Thanks  to  the  wide  extension  of  "publicity"  and  the  great 
diffusing  of  expert  knowledge  regarding  corporation  accounts 
(especially  railroads),  a  considerable  degree  of  knowledge  is 
attainable  regarding  security  values,  and  the  changes  likely  to 
occur  therein. 
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Coming  changes  of  importance  in  money  "values"  while  prob- 
ably not  so  easy  to  foresee  can  nevertheless  be  foreseen  in  accord- 
ance with  general  economic  principles,  and  in  a  general  way  it 
may  be  said  that  foresight  on  both  these  points  is  a  reasonably 
well-grounded  possibility.  Consequently  we  may  safely  say  that 
speculation  which  is  based  on  study  of  these  two  important  fac- 
tors is  reasonably  scientific. 

A  study  of  the  actual  movements  of  prices  over  a  period  of 
years  will  show  that  the  general  price  cause  is  ultimately  deter- 
mined by  these  factors.  We  take  for  purposes  of  illustration 
the  record  of  stock  price-averages  as  kept  by  the  Wall  Street 
Journal  for  the  ten  years  ending  1908: 

60.  Price  movements  for  the  ten  years. — 

Year.  Net  Adv.  NetDecl.  Total  Adys.  Total  Decls. 

1899 6.06  20.04  26.10 

1900 18.99  45.83  26.83 

1901 12.23  72.32  60.09 

1902 11.20  52.02  40.82 

1903 25.67  82.32  47.99 

1904 17.92  37.61  19.69 

1905 24.83  49.70  24.87 

1906 6.49  46.28  52.77 

1907  45.34  56.18  101.52 

1908 34.32  67.33  33.01 

Total 35.93  479.62  443.69 

First,  let  us  obsei've  the  effects  of  the  two  fundamental  factors 
already  described,  viz.,  the  "values"  of  money  and  of  stocks.  As 
is  well  known,  the  period  1899  to  1907  was  one  of  increasing 
stock  values  in  that  railroad  earnings  increased  largely  and  divi- 
dends were  quite  generally  increased.  To  this  must  be  ascribed 
the  net  advances  in  prices  in  1900,  1901,  1902,  1904,  1905. 

In  1903  there  was  a  period  of  sharp  increase  in  money  values 
which  caused  the  large  decline  in  stock  prices  of  that  year.  In 
1906  and  1907  the  great  world-crisis  occurred.  In  1908  money 
values  declined  to  the  lowest  level  recorded  in  the  ten-year 
period,  and  stock  prices  rose,  although  stock  values  were  not 
increasing  in  that  year,  but  rather  diminishing. 

Broadly  speaking,  stock  values  governed  the  movement  of 
VII— 7 
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prices  in  1900,  1901,  1902,  1904<,  and  1905.  In  1903,  1907 
and  1908  money  values  governed  and  in  1906,  it  was  a  drawn 
battle. 

But  the  records  show  much  more  than  the  mere  operation 
of  these  two  factors.  For,  while  in  the  ten  years  the  market 
made  a  net  advance  of  about  36  points,  it  made  no  less  than 
sixty-five  clearly  marked  up  and  down  movements,  the  "up" 
movements  totaling  no  less  than  480  points,  and  the  "down" 
movements  totaling  no  less  than  444  points.  Each  "up"  move- 
ment averaged  about  7%  points  move  in  33  days  and  each 
"down"  movement  averaged  about  6%  points  in  22  days. 

Note  that  in  the  years  of  advancing  prices,  1900,  1901  and 
1902 — which  resulted  in  a  net  gain  of  over  42  points — there 
were  total  advances  of  170  points  and  total  declines  of  128 
points.  Note  also  that  in  1904  and  1905,  in  which  the  net 
advances  were  almost  43  points,  there  were  total  advances  of 
about  87  points  and  total  declines  of  128  points.  Note  like- 
wise in  1908  there  were  total  advances  of  67  points  and  total 
declines  of  33  points. 

Further,  note  that  in  1903,  which  was  a  year  of  declining 
prices,  there  were  total  declines  of  58  points  and  total  advances 
of  32  points;  also  that  in  1907,  another  year  of  decline,  there 
were  total  declines  of  101  points  and  total  advances  of  56 
points.  And  in  1906,  which  was  a  year  of  small  net  changes, 
there  were  total  advances  of  46  points  and  total  declines  of  52 
points. 

Then  it  is  apparent  that  in  every  year  there  occurred  many 
movements  of  prices  in  a  direction  contrary  to  that  of  the  main 
trend  produced  by  the  operation  of  the  fundamental  factors 
described — many  declines  in  years  of  net  advances  and  many 
advances  in  years  of  net  decline.  To  what  factors  must  we 
attribute  these  changes?     And  what  laws  govern  them? 

It  is  very  clear  that  these  changes  are  of  enormous  impor- 
tance to  the  speculator,  seeing  that  they  loom  so  large  in  pro- 
portion to  his  capital,  as  we  have  previously  pointed  out.  Con- 
sideration of  the  permanent  or  fundamental  factors  will  not 
help  him  much  with  so  many  cross  currents  and  eddies  to  be 
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faced.  He  must  clearly  give  his  attention  to  the  things  that 
produce  these  changes. 

61.  WoodlocVs  theory  of  governing  factors. — Remembering 
that  the  speculator  is  always  a  borrower  of  either  money  or 
stock — usually  stock — we  can  argue  a  priori  that  difficulty  in 
borrowing  money  will  cause  speculators  to  sell  the  stock,  and 
difficulty  in  borrowing  stock  will  cause  speculators  to  buy  stock. 
This  principle  is  complementary  to  the  principle  "values  make 
prices,"  but  it  concerns  the  speculator  rather  than  the  matter 
of  speculation.  High  rates  for  call  money  mean  temporary  low 
prices  for  stocks  as  a  rule.  Sometimes  this  factor  is  of  impor- 
tance. We  can  trace  its  operation  in  several  of  the  years  under 
review. 

But  another  principle  is  disclosed  of  somewhat  similar  char- 
acter which  is  mor'  frequently  operative  than  this.  The  specu- 
lator who  has  bought  may  sell  In  order  to  close  his  transactions. 
When  a  large  number  of  speculators  have  bought  "long"  the 
market  is  threatened  with  a  large  amount  of  sales  which  must 
sooner  or  later  be  made — and  vice  versa  when  speculators  are 
generally  short  purchases  must  eventually  be  made  to  "cover." 

The  former  condition  is  called  an  "overbought"  market  and 
the  latter  an  "oversold"  market.  Both  constitute  a  species  of 
unstable  equilibrium  which  is  easily  disturbed  and  always  is  dis- 
turbed sooner  or  later.  It  is  to  this  development  that  we  must 
ascribe  many  of  the  sharp  movements  downward  in  a  period  of 
advancing  prices  and  the  sharp  rallies  in  "bear"  markets. 

Experience  shows  that  the  price  movement  in  either  direction 
is  constantly  overrunning  itself  in  this  way  and  reacting,  and 
it  Is  an  axiom  in  Wall  Street  that  reaction  is  more  or  less  pro- 
portioned to  the  action  that  it  follows.  Many  people  claim 
that  on  a  fair  average  reaction  will  be  somewhat  about  half 
the  action  previous. 

Naturally  no  rule  of  this  kind  holds  at  all  times,  for  dccv- 
dents  must  be  taken  into  account  (such  as  the  Northern  Pacific 
comer,  McKInley's  assassination,  the  com  crop  failure,  1901, 
the  Northern  Securities  suit  in  1903,  and  the  San  Francisco 
fire  1906),  which  disturb  the  mere  ebb  and  flow  of  speculation. 
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The  eddies  in  the  main  current  of  prices  may  be  considered  on 
the  whole  the  result  of  alternation  of  "overbought"  and  "over- 
sold" conditions  of  speculation  aiding  or  opposing  the  par- 
ticular fundamental  movement  due  to  underlying  values  as  the 
case  may  be.  It  may  be  noted  that  the  eddies — or  movements 
contrary  to  the  main  movement — as  the  declines  in  1900,  1901 
and  1902,  the  rallies  in  1903,  the  declines  in  1904  and  1905, 
the  rallies  in  1907  and  the  decline  in  1908 — were  all  of  much 
shorter  duration  than  the  contrary  movements  with  the  pre- 
vailing tide. 

This  fact  often  furnishes  signs  of  a  movement's  culmination 
as  when,  after  a  period  of  advancing  prices  a  slow  decline  sets 
in  followed  by  a  sharp  rally,  or  when  after  a  long  decline  a 
slow  advance  sets  in  followed  by  a  sharp  break. 

If  we  gather  up  such  principles  as  we  have  been  able  to  find, 
we  get  the  following: 

A.  The  general  trend  or  tide  of  prices  is  determined  by 
fundamental  values. 

B.  This  tide  is  constantly  interrupted  by  eddies,  which  are 
the  result  of  conditions  growing  out  of  speculation  and  acci- 
dents. 

C.  The  eddies  in  the  tide  are  usually  swifter  than  the  move- 
ment with  the  tide. 

D.  The  eddies  usually  bear  some  suitable  proportion  to  the 
movement  that  has  preceded  them. 

E.  As  a  general  rule  declines  are  accomplished  more  rapidly 
than  advances.      (Because  most  speculators  operate  as  "bulls.") 

It  is  evident  that  while  the  chapter  of  accidents  is  never  done, 
the  movement  of  prices  is  by  no  means  so  irregular  as  to  be 
incapable  of  a  certain  amount  of  foresight  and  that  speculators 
who  bear  the  above  principles  in  mind  and  operate  on  them  can- 
not be  accused  of  being  mere  gamblers. 

In  other  words,  stock  speculation  is  not  of  its  nature  wholly 
unscientific. 

62.  Further  history  of  stock  market  prices, — We 
have  seen  how  the  authorities  agree  on  one  point,  namely, 


THE  SCIENCE  OF  SPECULATION^  lOl,: 

that  primary  movements  in  the  stock  market  take  place 
at  intervals  of  a  number  of  years.  Thus  for  example, 
we  had  the  bull  movement  from  1877  to  1881  which 
terminated  with  the  assassination  of  President  Garfield. 
Then  followed  the  bear  movement  from  1881  to  1885 
which  culminated  in  the  panic  of  1884;  then  followed 
the  bull  movement  from  1885  to  1889  which  was  inter- 
rupted by  the  Baring  panic  of  1890  and  was  again  re- 
sumed in  1891  by  the  stimulus  of  a  large  harvest  that 
year  as  well  as  by  the  currency  inflation  brought  about 
by  the  Sherman  Silver  Bill.  This  movement  was 
brought  to  an  end  in  1893  by  the  great  panic  of  that 
year.  A  period  of  depression  then  followed  which 
lasted  until  1897  when  the  great  "McKinley  boom" 
began,  due  to  the  inflation  of  currency  as  a  result  of 
the  large  increase  in  the  production  of  gold  and  the 
unusually  high  prices  of  products  which  followed. 
This  condition  of  rising  prices  continued  with  more  or 
less  regularity  until  1907,  being  interrupted  in  1901, 
1903  and  1905  by  temporary  depressions  largely  brought 
about  by  excesses  in  the  stock  market. 

The  period  from  1897  to  1907  aff^ords  an  illustration 
of  the  rule  that  in  the  long  run,  prices  although  they 
may  fluctuate  ever  so  much,  will  tend  to  approximate 
the  real  value  of  the  property  represented  by  these  se- 
curities. Mr.  Pratt  in  his  book  entitled  "The  Work 
of  Wall  Street"  picturesquely  describes  the  course  of 
the  prices  of  securities  during  such  a  period  as  follows: 

A  bicycle  rider  starts  over  a  new  road.  The  actual  distance 
is  twenty  miles,  but  his  cyclometer  at  the  end  registers  thirty, 
due  to  the  fact  that  he  has  not  travelled  In  a  straight  line,  but 
has  gone  from  one  side  to  the  other  in  an  endless  succession 
of  curves  In  order  to  avoid  teams  and  ruts  and  perhaps  because 
he  has  been  maliciously  misdirected.     In  a  like  manner  prices 
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travel  through  an  endless  succession  of  daily  curves  or  fluctua- 
tions and  sometimes  miss  the  road  altogether,  and,  misled  by 
manipulation,  travel  a  long  distance  astray,  but  in  the  end  they 
arrive  at  the  true  destination-value. 

63.  Intrinsic  values  govern  prices  over  long  periods, 
' — Various  writers  have  made  compilations  showing  that 
during  the  period  1897  to  1902,  the  lowest  prices  of 
twenty  railway  stocks  were  less  than  forty-two,  while 
the  highest  average  price  rose  to  nearly  118  on  May 
1,  1901.  The  difference  between  the  highest  and  low- 
est for  the  period  was  seventy-six,  representing  an  in- 
crease of  one  hundred  and  eighty  per  cent.  Mr.  Pratt 
uses  this  as  an  illustration  in  substantiation  of  his  prin- 
ciple that  this  upward  movement  of  stock  corresponds 
very  closely  to  every  possible  test  of  value.  He  points 
out,  for  example,  that  during  this  same  period  the 
banks  increased  their  clearings  by  175  per  cent.  Fur- 
thermore, the  value  of  the  railroads,  as  represented  by 
their  surplus  earnings  available  for  dividends  after  all 
fixed  charges  and  operating  expenses  had  been  paid, 
increased  about  as  fast  as  the  increase  in  price.  Ac- 
cording to  the  reports  of  the  Interstate  Commerce  Com- 
mission the  net  earnings  increased  from  $492  to  $1,190 
per  mile,  or  approximately  one  hundred  and  forty  per 
cent,  while  the  dividends  actually  paid  out  increased 
from  $484  to  $725  per  mile.  This  comparison  shows 
that  the  increase  in  surplus  earnings  available  for 
dividends  is  not  so  much  less  than  the  increase  in  price 
as  reflected  on  the  New  York  Stock  Exchange. 

These  comparisons  however,  would  perhaps  have 
been  more  accurate  had  the  average  price  been  ascer- 
tained from  some  other  date  than  for  May  1,  1901. 
The  existence  of  circumstances  preceding  the  corner  of 
that  year  gave  an  undue  inflation  to  the  entire  market. 
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From   this   close   correspondence   of  the   prices   of 
securities  with  the  earning  power   of  the   properties 
it  must  not  be  inferred  that  these  two  movements  oc- 
curred simultaneously  or  in  unison.     A  closer  examina- 
tion will  show  that  at  various  times  through  the  period 
there  was  a  wide  divergence  between  the  prices  of  the 
securities  and  what  one  would  expect  to  be  their  value 
from  the  condition  of  the  properties.     In  the  year  1903 
and  again  in  1905  the  divergence  was  so  pronounced  as 
to  cause  widespread  attention  to  the  vagaries  in  the 
prices  on  our  exchanges.     The  year  1903  may  be  char- 
acterized as  the  culmination  of  that  long  period  of 
prosperity  which  had  its  inception  in  the  sound  money 
triumph  in  the  presidential  election  of  1896.     It  was 
a  year  of  great  prosperity  for  this  nation  if  we  may 
judge  by  the  three  largest  industries.     The  iron  and 
steel  industry  was  never  so  busy,  the  railway  industry 
was  burdened  with  all  the  freight  that  it  could  handle, 
while  the  agricultural  interests  of  the  country  were 
favored  by  enormous  crops.     If  these  three  industries 
are  taken  as  a  standard,  and  they  usually  are,  the  pros- 
perity of  this  nation  was  such  as  to  stand  almost  without 
a  parallel.     We  might  expect,  therefore,  that  the  prices 
for   securities   representing  large   industrial   concerns 
would  be  quoted  at  a  very  high  level.     Yet  this  was  a 
year  which  was  characterized  by  conditions  in  the  stock 
market  approximating  a  panic.     The  shrinkage  in  the 
value  of  stocks  was  so  pronounced  and  so  continuous 
that  it  may  be  said  to  have  had  few,  if  any,  parallels 
in  stock  exchange  history.     The  extent  of  the  decline 
may  be  understood  by  the  quotations  of  a  few  high 
grade  stocks.     Pennsylvania  dropped  in  January  from 
127%  to  110%  in  November.     It  again  rose  to  140  in 
1904.     New  York  Central  fell  from  156  in  January 
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to  112%  in  July.  It  again  rose  to  145  in  1904.  Chi- 
cago and  North westemn  declined  from  224^  to  153 
during  the  year  but  again  rose  to  214.  Union  Pacific 
fell  from  103%  to  65%  but  again  rose  to  117  in  1904. 
The  same  story  of  a  stock  exchange  panic  in  the 
midst  of  a  most  prosperous  year  is  illustrated  by  the 
experience  of  1905.  This  year  presents  a  record  of 
even  greater  prosperity  than  the  year  1903.  It  was 
a  period  of  confidence,  large  crops  and  ample  business 
and  all  the  leading  influences  contributed  to  make  it 
a  period  of  unexampled  activity.  The  railway  indus- 
try, the  iron  and  steel  industry  were  all  favored  to  an 
exceptional  degree.  Money  rates  continued  reasonably 
low  until  the  latter  part  of  September.  In  fact,  the 
activity  and  tremendous  rise  in  prices  which  marked 
the  year  1904  were  hardly  a  circumstance  to  the  extraor- 
dinary buoyancy  and  unrestricted  optimism  that  de- 
veloped in  1905.  As  the  Commercial  and  Financial 
Chronicle  stated: 

Unfavorable  developments  were  completely  ignored  and  fa- 
vorable features  long  seemed  to  count,  yet  this  year  was  marked 
by  some  very  severe  breaks  subject,  however,  to  almost  imme- 
diate recovery.  Thus  in  January  there  were  rumors  of  an  early 
settlement  between  the  Harriman  and  Hill  factions.  There  were 
also  rumors  concerning  a  combination  of  the  Union  Pacific, 
Standard  Oil,  and  Vanderbilt  interests.  Largely  because  of 
these  rumors,  and  other  circumstances,  the  price  of  Great  North- 
em  jumped  from  236  to  £54.  Northern  securities  rose  from 
113  to  123.  As  a  matter  of  fact  nothing  became  of  all  these 
rumors  except  that  there  were  some  changes  on  the  directorates 
of  these  corporations  which  made  for  greater  uniformity  of 
management.  Yet  in  spite  of  these  conditions  the  last  few 
days  of  the  year  showed  a  tremendous  decline  in  the  value  of 
almost  the  whole  list  of  securities,  and  the  market  on  the  closing 
day  of  the  year  was  practically  on  the  verge  of  a  panic.     Great 
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Northern  dropped  from  335  to  270;  Union  Pacific  from  137 
to  118;  New  York  Central  from  163  to  141;  Milwaukee  and 
St.  Paul  from  187  to  170;  Ontario  and  Western  from  63  to 
49  and  Pennsylvania  Railroad  from  144  to  137. 

This  decline  in  the  value  of  these  securities  while 
their  earning  power  continued  undiminished  and  the 
condition  of  their  business  was  as  favorable  as  could 
be  desired,  will  serve  as  an  illustration  of  the  effect  of 
extraneous  forces  upon  the  security  market. 

64.  Stock  market  factors  of  1903,  190A.  1905.— Let 
us  look  into  the  stock  market  history  of  each  of  these 
years  and  ascertain  the  nature  of  these  forces  which 
had  such  a  powerful  effect.  In  the  year  1903,  for  ex- 
ample, three  disturbing  factors  of  great  importance 
were  responsible  for  the  sharp  decline.  In  the  first 
place  the  Anthracite  Strike  Commission  had  not  yet 
announced  its  decision,  and  the  coal  roads  felt  the  un- 
certainty which  surrounded  a  very  important  portion 
of  their  business.  The  second  unfavorable  influence 
was  the  general  crusade  against  the  trusts — the  large 
number  of  suits  brought  to  dissolve  the  big  industrial 
combinations,  the  pohcy  of  President  Roosevelt  for  the 
prevention  of  further  industrial  combinations,  and  the 
dissolution  of  those  already  in  existence  wherever  they 
were  antagonistic  to  the  pubhc  welfare.  The  entire 
speculative  structure  reflected  the  uncertainty  which  ex- 
isted. 

The  third  factor  was  the  doubt  which  surrounded  the 
Northern  Securities  Case  which  still  remained  undecided. 
It  was  generally  recognized  that  the  question  involved 
had  a  wider  significance  than  was  apparent  upon  the 
record.  It  was  hard  to  predict  the  influence  which  the 
decision  of  the  court  would  have  upon  a  large  num- 
ber of  other  railroads  whose  affairs  bore  a  striking 
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similarity  to  those  of  the  case  at  issue.  These  factors 
had  the  greatest  influence  in  making  for  the  decline  in 
security  values  which  we  have  already  considered. 

The  influences  which  were  responsible  for  the  panic 
of  1905  were  of  a  different  nature.  The  first  was  the 
disappointment  which  was  felt  because  of  the  ill  suc- 
cess which  attended  the  efforts  to  settle  the  controversy 
between  the  Harriman  and  Hill  factions.  The  con- 
tinuance of  unfriendly  relations  disturbed  the  entire 
railroad  situation  as  it  had  threatened  at  one  time  to 
wreck  the  speculative  structure.  This  apprehension 
was  aggravated  by  the  collapse  of  the  attempted  wheat 
corner  which  soon  followed  and  by  the  Bigelow  bank 
defalcation  which  caused  widespread  uneasiness  in  the 
minds  of  a  timid  but  nevertheless  important  portion  of 
the  population  as  to  the  soundness  of  the  national  banks. 
A  force,  however,  which  was  more  important  than 
either  of  these  was  the  influence  which  was  exerted  by 
the  startling  disclosures  in  the  investigations  of  the  life 
insurance  companies.  The  connection  of  these  corpora- 
tions with  some  of  the  picturesque  but  unsavory  inci- 
dents of  recent  Wall  Street  history  caused  uneasiness 
in  powerful  circles.  In  addition  it  was  felt  that  the 
complete  reorganization  of  the  insurance  companies 
was  inevitable,  that  restrictive  legislation  would  follow 
which  would  prevent  them  from  participating  to  the 
same  degree  in  underwriting  operations,  and  that  it  was 
in  the  range  of  possibihty  that  they  might  be  forced 
to  sell  large  quantities  of  securities  which  they  had  in 
their  possession,  which  were  also  held  to  a  large  extent 
by  speculative  interests. 

This  brief  review  of  the  history  of  two  recent  years 
serves  to  show  the  prominent  influence  which  the  out- 
side forces  exert  in  determining  the  prices  prevailing 
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upon  our  exchanges.  It  will  be  seen  that  the  specu- 
lator must  make  a  careful  study  of  a  large  number  of 
conditions  that  are  only  remotely  connected  with  the 
earning  power  of  the  company,  in  order  to  be  able  to 
understand  the  fluctuations  which  occur  in  the  prices  of 
securities.  It  has  been  aptly  said  that  there  is  hardly 
an  event  happening  in  the  world  which  does  not  have 
some  eiFect  upon  the  prices  of  securities. 


CHAPTER  X 

THE  DANGERS  OF  SPECULATION 

65,  The  main  problem  to  be  solved. — Where  specu- 
lation is  carried  on  by  persons  of  means,  experience  and 
knowledge  it  constitutes  a  profession  as  legitimate 
and  often  as  successful  as  any.  Gambling  of  necessity 
creeps  into  speculation  and  where  persons  not  properly 
qualified  engage  in  this  occupation  their  operations  usu- 
ally differ  but  little  from  gambling  and  they  are  almost 
certain  losers.  On  this  general  point  the  situation  has 
been  well  summed  up  by  the  Hughes  Committee : 

The  rules  of  all  the  exchanges  forbid  gambling  as  defined 
by  this  opinion;  but  they  make  so  easy  a  technical  delivery  of 
the  property  contracted  for,  that  the  practical  effect  of  much 
speculation,  in  point  of  form  legitimate,  Is  not  greatly  different 
from  that  of  gambling.  Contracts  to  buy  may  be  privately 
offset  by  contracts  to  sell.  The  offsetting  may  be  done,  In  a 
systematic  way,  by  clearing  houses,  or  by  "ring  settlements." 
Where  deliveries  are  actually  made,  property  may  be  temporarily 
borrowed  for  the  purpose.  In  these  ways,  speculation  which 
has  the  legal  traits  of  legitimate  dealing  may  go  on  almost  as 
freely  as  mere  wagering,  and  may  have  most  of  the  pecuniary 
and  immoral  effects  of  gambling  on  a  large  scale. 

A  real  distinction  exists  between  speculation  which  is  carried 
on  by  persons  of  means  and  experience,  and  based  on  an  Intelli- 
gent forecast,  and  that  which  Is  carried  on  by  persons  without 
these  qualifications.  The  former  is  closely  connected  with  regu- 
lar business.  While  not  unaccompanied  by  waste  and  loss,  this 
speculation  accomplishes  an  amount  of  good  which  offsets  much 
of  its  cost.     The  latter  does  but  a  small  amount  of  good  and  an 
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almost  incalculable  amount  of  evil.  In  its  nature  it  is  in  the 
same  class  with  gambling  upon  the  race-track  or  at  the  roulette 
table,  but  is  practised  on  a  vastly  larger  scale.  Its  ramifications 
extend  to  all  parts  of  the  country.  It  involves  a  practical  cer- 
tainty of  loss  to  those  who  engage  in  it.  A  continuous  stream 
of  wealth,  taken  from  the  actual  capital  of  innumerable 
persons  of  relatively  small  means,  swells  the  income  of  brokers 
and  operators  dependent  on  this  class  of  business ;  and  in  so  far 
as  it  is  consumed  like  most  income,  it  represents  a  waste  of 
capital.  The  total  amount  of  this  waste  is  rudely  indicated 
by  the  obvious  cost  of  the  vast  mechanism  of  brokerage  and 
by  manipulators'  gains,  both  of  which  it  is  a  large  constituent 
element.  But  for  a  continuous  influx  of  new  customers,  re- 
placing those  whose  losses  force  them  out  of  the  "street,"  this 
costly  mechanism  of  speculation  could  not  be  maintained  on 
anything  like  its  present  scale. 

The  problem,  wherever  speculation  is  strongly  rooted,  is  to 
eliminate  that  which  is  wasteful  and  morally  destructive,  while 
retaining  and  allowing  free  play  to  that  which  is  beneficial. 
The  difficulty  in  the  solution  of  the  problem  lies  in  the  prac- 
tical impossibility  of  distinguishing  what  is  virtually  gambling 
from  legitimate  speculation.  The  most  fruitful  policy  will  be 
found  in  measures  which  will  lessen  speculation  by  persons  not 
qualified  to  engage  in  it.  In  carrying  out  such  a  policy  ex- 
changes can  accomplish  more  than  legislatures. 

66.  Evils  of  small  margins. — ^We  have  seen  that  only 
by  following  the  primary  movements  in  prices  can  one 
hope  to  be  successful  in  the  long  run.  One  cannot  al- 
ways be  sure  of  the  exact  duration  of  long  price  move- 
ments but  there  are  many  facts  concerning  them  which 
are  ascertainable.  When  we  attempt,  however,  to  fore- 
cast day  to  day  fluctuations  the  difficulty  is  insur- 
mountable and  the  penalty  of  a  mistake  is  usually  a 
call  from  the  broker  for  larger  margins.  The  average 
speculator  operates  with  capital  but  a  small  part  of 
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which  is  his  own  and  as  the  broker  has  to  borrow  the 
remainder  from  the  bank,  as  we  have  seen  in  a  pre- 
vious chapter,  or  supply  it  himself,  he  naturally  calls 
upon  the  customer  for  more  capital  when  prices  go 
against  the  transaction.  On  this  subject  the  Hughes 
Committee  has  recommended  that  customers  be  required 
to  furnish  not  less  than  20%  of  the  capital  employed 
rather  than  10%  as  now  ordinarily  demanded.  The 
report  of  the  committee  says: 

Purchasing  securities  on  margin  is  as  legitimate  a  transaction 
as  a  purchase  of  any  other  property  In  which  part  payment  is 
deferred.  We  therefore  see  no  reason  whatsoever  for  recomr 
mending  the  radical  change  suggested,  that  margin  trading  be 
prohibited. 

Two  practices  are  prolific  of  losses,  namely,  buying  active 
securities  on  small  margins  and  buying  unsound  securities,  pay- 
ing for  them  In  full.  The  losses  in  the  former  case  are  due  to 
the  quick  turns  in  the  market,  to  which  active  stocks  are  sub- 
ject; these  exhaust  the  margins  and  call  for  more  money  than 
the  purchasers  can  supply.  The  losses  in  the  latter  case  are 
largely  due  to  misrepresentations  of  Interested  parties  and  un- 
scrupulous manipulations. 

In  so  far  as  losses  are  due  to  insufficient  margins,  they  would 
be  materially  reduced  If  the  customary  percentage  of  margins 
were  Increased.  The  amount  of  margin  which  a  broker  requires 
from  a  speculative  buyer  of  stocks  depends,  in  each  case,  on  the 
credit  of  the  buyer ;  and  the  amount  of  credit  which  one  person 
may  extend  to  another  is  a  dangerous  subject  on  which  to  legis- 
late. Upon  the  other  hand,  a  rule  made  by  the  Exchange  could 
safely  deal  with  the  prevalent  rate  of  margins  required  from 
customers.  In  preference,  therefore,  to  recommending  legisla- 
tion, we  urge  upon  all  brokers  to  discourage  speculation  upon 
small  margins  and  upon  the  Exchange  to  use  its  influence,  and, 
if  necessary,  Its  power,  to  prevent  members  from  soliciting  and 
generally  accepting  business  on  a  less  margin  than  20  per  cent. 
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"Pyramiding,"  which  is  the  use  of  paper  profits  in  stock 
transactions  as  a  margin  for  further  commitments,  should  be 
discouraged.  The  practice  tends  to  produce  more  extreme 
fluctuations  and  more  rapid  wiping  out  of  margins.  If  the 
stock  brokers  and  the  banks  would  make  it  a  rule  to  value  se- 
curities for  the  purpose  of  margin  or  collateral,  not  at  the 
current  price  of  the  moment,  but  at  the  average  price  of,  say, 
[the  previous  two  or  three  months  (provided  that  such  average 
price  were  not  higher  than  the  price  of  the  moment),  the  dangers 
of  pyramiding  would  be  largely  prevented. 

67.  Obstacles  to  successful  speculation,^M.T.  Wood- 
lock  believes  aU  the  mistakes  and  losses  which  specula- 
tors make  may  be  traced  to  cupidity  and  ignorance.     In 
one  of  his  series  of  lectures  at  the  New  York  University 
Ichool  of  Commerce  he  said: 

More  or  less  continuous  observation  of  speculation  in  stocks 
over  a  period  of  more  than  twenty  years,  warrants  the  assertion 
that  speculators  make  about  the  same  kinds  of  mistakes  in  about 
the  same  kind  of  way,  which  is  the  reason  why  the  vast  majority 
lose  money. 

These  mistakes  are  mainly  the  product  of  two  things:  first, 
cupidity,  second,  ignorance. 

The  word  cupidity  is  used  in  a  restricted  sense  to  mean  the 
inordinate  desire  of  gain  without  work.  Men  work  at  their 
appointed  tasks  in  life  with  the  desire  of  gain  therefrom,  but 
their  desire  is,  so  to  speak,  tempered  by  recognition  of  the 
necessity  for  work;  furthermore,  work  is  done  with  knowledge. 
Speculation  is  for  the  most  part  regarded  as  an  easy  way  of 
getting  money  without  work.  This  view  of  it,  coupled  with 
ignorance  of  the  laws  that  govern,  is  the  root  of  trouble  for 
[speculators. 

The  kinds  of  mistakes  made  most  generally  by  speculators 
may  be  classified  under  a  few  distinctive  heads  and  by  discussing 
them  we  shall  throw  some  light  on  the  principles  already  dis- 
cussed. 
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We  may  enumerate  the  following  classes  of  mistakes  most 
conmionly  made: 

1.  Failure  to  properly  reckon  chances. 

ft.  Overtrading  as  to  amount. 

8.  Trading  too  often. 

4.  Inertia  in  a  losing  position. 

6.  Overconfidence. 

68.  Failure  properly  to  reckon  chances, — Many  people  think 
that  as  the  market  can  only  move  up  or  down,  the  chances  of 
profit  or  loss  are  even  for  the  speculator.  This  view  is  fal- 
lacious because  it  omits  to  take  account  of  the  handicap  of 
commissions  and  interest  against  the  speculator  and  because 
there  is  an  inherent  temptation  to  the  speculator  to  do  the  wrong 
thing. 

The  speculator  is  subject  to  a  total  commission  of  %  per 
cent  on  his  operations — %  each  way — which  the  broker  is  obliged 
to  charge.  Besides  this  he  must  buy  at  the  offered  prices  and 
sell  at  the  bid  price  which  are  usually  %  apart,  making  a  total 
of  %  on  his  operations. 

Furthermore,  he  is  subject  to  interest  charge  on  money  bor- 
rowed, and  as  stocks  are  always  quoted  flat  (without  accrued 
interest  or  dividends),  this  charge  is  apt  to  be  a  dead  loss  on 
most  of  his  speculations. 

It  is  clear  from  this  that  if  a  speculator  is  making  his  opera- 
tions on  the  basis  of  taking  1  per  cent  profits  and  cutting  1 
per  cent  losses  (quite  apart  from  interest  considerations)  the 
market  must  move  1%  in  his  favor  before  he  can  make  1  per 
cent  net  profit,  whereas  it  need  only  move  %  per  cent  against 
him  to  make  his  loss  1  per  cent  net.  This  is  equivalent  to  odds 
of  11  to  5  against  him.  On  a  basis  of  loss  and  profit  of  2  per 
cent  the  odds  are  19  to  13;  on  the  basis  of  3  per  cent  the  odds 
are  27  to  21  against,  and  so  on  without  reckoning  interest. 

On  any  basis  of  such  profits  and  losses  this  is  a  heavy  handicap 
against  the  speculator.  Supposing  him  to  guess  the  character 
of  the  market  movement  correctly  half  of  the  time,  he  must 
always  have  a  larger  average  movement  against  him  than  the 
average  movement  in  his  favor. 
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Again,  as  we  have  seen  previously,  a  "bull"  is  one  who  has 
bought  and  hopes  to  sell  out  at  a  profit.  "Bullish"  sentiment 
increases  as  the  number  of  "bulls"  increases,  and  is  never  so  great 
as  when  the  number  of  "bulls"  is  largest,  i.  e.,  when  the  market 
is  most  overbought.  In  other  words,  the  temptation  to  buy  is 
never  so  strong  as  when  prices  are  at  the  top.     And  vice  versa. 

Financial  history  shows  clearly  that  the  market  is  always  over- 
bought after  a  long  advance,  and  always  oversold  after  a  long 
decline,  just  because  of  this  temptation.  The  records  of  1902, 
1904,  1906,  and  1908  are  eloquent  on  this  point.  Probably 
for  the  first  time  in  the  history  of  the  Steel  market  there  was  a 
public  "short  interest"  in  1908. 

69.  Overtrading  as  to  amount. — ^Next  is  the  mistake  of  "over- 
trading" which  means  assuming  risks  out  of  proportion  to 
capital  at  command.  This  is  very  common.  It  arises  first  from 
the  cupidity  of  the  speculator  who  usually  expects  to  double  his 
capital  quickly,  and  second  from  the  general  impression  that 
capital  should  be  used  on  a  basis  of  10  per  cent  margin.  The 
record  of  prices  previously  shown  clearly  indicates  that  this  is  a 
very  small  margin  on  which  to  operate. 

It  is  fair  to  say  that  the  speculator  who  will  use  $1,000  capital 
to  trade  in  20  or  25  shares  at  a  time,  will  fare  better  in  the 
long  run  than  he  who  uses  it  to  trade  in  100  shares  at  a  time. 
The  reason  is  that  he  will  not  be  so  often  compelled  to  be  an 
involuntary  seller  or  buyer  at  the  wrong  time,  either  because  his 
margin  is  exhausted  or  because  the  magnitude  of  his  losses 
frightens  him.  The  first  unexpected  incident  will  wipe  out  the 
10  per  cent  margin  speculator,  whereas  the  other  type  described 
will  be  much  more  likely  to  survive. 

It  is  a  common  saying  in  Wall  Street  that  the  speculator  who 
aims  only  at  making  a  large  annual  interest  on  his  capital  will 
double  his  capital  ultimately,  while  the  speculator  who  aims  at 
doubling  his  capital  quickly  will  almost  certainly  lose  it,  and 
there  is  much  truth  in  the  saying. 

The  next  kind  of  mistake  commonly  made  is  that  of  trading 

too  often.     It  arises  as  the  rest  do   from  cupidity   and   from 

ignorance  of  the  fact  that  Wall  Street  is  the  only  place  where. 
VII— 8 
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a  lost  opportunity  costs  nothing.  The  effort  to  constantly 
catch  the  fluctuations  inevitably  degenerates  into  reckless  and 
unanalyzing  trading  with  the  natural  result.  One  of  the  earliest 
lessons  that  a  speculator  should  learn  is  that  it  often  pays  to 
sacrifice  apparent  opportunity  for  the  sake  of  safety. 

Trading  too  often,  moreover,  naturally  increases  the  burden 
of  commissions  and  interest. 

The  normal  condition  of  the  scientific  speculator  should  be 
one  of  inertia.  He  should  be  drawn  into  the  market  only  by  a 
favorable  combination  of  circumstances  and  he  should  be  out 
of  it  during  the  rest  of  the  time.  He  is  always  sure  of  his 
opportunity  sooner  or  later  as  a  result  of  the  mistakes  of  others. 
The  tendency  to  trade  constantly,  however,  is  very  strong  and 
the  mistake  of  trading  too  often  is  perhaps  the  most  common 
of  all  mistakes. 

70.  Inertia  m  a  losing  position. — Next  is  the  mistake  of  in- 
ertia in  a  losing  position — which  is  exemplified  in  the  tendency 
on  the  part  of  many  speculators  to  take  quick  and  small  profits 
while  allowing  losses  to  grow. 

The  maxim  "Cut  your  losses — ^let  your  profits  run,"  is  as 
old  as  speculation  itself,  but  probably  not  one  per  cent  of  specu- 
lators have  the  courage  to  follow  it.  To  accept  a  loss  in  cold 
blood  requires  the  doing  of  violence  to  cupidity  and  the  other  in- 
stincts. Human  nature  is  always  hopeful  until  it  is  alarmed; 
the  speculator  should  be  always  suspicious  and  quick  to  take 
alarm  when  the  market  goes  against  him.  The  policy  of  quick 
retreat  may  lead  to  abandonment  of  many  a  good  position,  but 
no  one  is  ever  broken  by  the  money  he  has  not  made,  but  only 
by  the  money  he  has  actually  lost.  A  lost  opportunity,  as  we 
have  said,  costs  nothing. 

The  experience  of  most  speculators  is  that  they  have  made 
many  small  profits,  but  that  their  profits  have  been  wiped  out 
by  a  much  smaller  number  of  large  losses.  If  speculators  made 
it  an  iron  rule  that  in  no  case  would  they  allow  a  loss  to  run 
more  than,  say,  two  or  three  points,  their  chances  of  ultimate 
success  would  be  increased  very  largely. 

71.  Overconfidence. — Lastly  then  is  the  mistake  of  overconfi- 
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dence,  which  is  a  direct  compound  of  cupidity  and  ignorance  and 
is  frequently  associated  with  the  other  mistakes  that  we  have  been 
discussing.  The  only  courage  that  has  any  place  in  speculation 
is  the  courage  that  enables  the  intellect  to  govern  the  passions — 
and  it  has  its  root  in  knowledge. 

The  Wall  Street  adage  is  that  "The  tape  tells  the  story," 
which  means  that  the  market  does  not  lie.  No  matter  what  may 
be  the  speculator's  knowledge  or  information,  he  cannot  afford 
to  disregard  the  market  indications,  for  these  may  reflect  the 
operation  of  factors  that  he  does  not  know.  He  can  never  be 
gure  that  he  knows  all  the  factors. 

Overconfidence  leads  the  speculator  to  "average"  a  losing  po- 
sition which  almost  always  leads  to  ultimate  disaster.  It  leads 
him  to  pyramid  a  winning  position  so  that  he  practically  con- 
tinues to  wager  "Double  or  Quits"  with  the  market — until  the 
market  wins.  Moderation  in  aims,  and  discretion  that  is  the 
better  part  of  valor,  are  both  invaluable  to  the  speculator — 
overconfidence  is  foe  to  both. 

72.  Qualities  necessary  for  success. — From  consideration  of 
these  mistakes  and  from  what  we  have  seen  as  to  the  nature  of 
speculation  and  the  principles  of  price  movement,  we  may  deduce 
certain  principles  necessary  to  successful  speculation  as  a  busi- 
ness. 

First:  The  speculator  must  have  a  clear  idea  of  what  he  is 
trying  to  do,  i.  e.,  he  must  have  some  clear  notion  of  what  he 
expects  the  market  to  do  and  how  he  expects  to  operate  so  as  to 
profit  thereby.  This  implies  original  knowledge  of  stock  values, 
money  values,  and  speculative  market  conditions. 

Second:  The  more  moderate  his  operations  in  proportion  to 
his  capital,  the  greater  his  prospect  of  ultimate  success. 

Third:  He  must  have  the  strength  of  mind  to  resist  the  temp- 
tation of  cupidity  and  the  patience  to  wait  until  the  chances 
favor  him — sacrificing  many  apparent  opportunities  for  the  sake 
of  safety. 

Fourth:  He  must  be  more  vigilant  as  to  his  losses  than  as  to 
his  profits,  and  inexorable  in  accepting  a  loss  whenever  he  is  in 
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serious  doubt  as  to  his  position,  never  allowing  a  large  loss  to 
accumulate. 

With  such  disposition,  with  continual  application  of  mind  and 
careful  study  of  financial  winds  and  waves,  and  with  abundant 
capital,  speculation  can  be  scientifically  carried  on  as  a  profes- 
sion. But  it  is  a  most  difficult  profession  to  learn — and  not  an 
easy  way  of  making  money. 

73.  Speculation  cannot  and  should  not  he  prohibited, 
— It  may  appear  that  the  dangers  of  speculation  are 
sufficiently  serious  to  warrant  a  stop  being  put  to  all 
speculation  in  stocks  and  commodities  but  experience 
proves  that  this  is  not  the  case.  The  experience  of 
Germany  is  illuminating  and  is  well  described  by  the 
Hughes  Committee: 

In  1892  a  commission  was  appointed  by  the  German  Govern- 
ment to  investigate  the  methods  of  the  Berlin  Exchange.  The 
regular  business  of  this  exchange  embraced  both  securities  and 
commodities ;  it  was  an  open  board  where  anybody  by  paying  a 
small  fee  could  trade  either  for  his  own  account,  or  as  a  broker. 
The  broker  could  make  such  charge  as  he  pleased  for  his  services, 
there  being  no  fixed  rate  of  commission.  Settlements  took  place 
monthly.  Margins  were  not  always  required.  Under  these  cir- 
cumstances many  undesirable  elements  gained  entrance  to  the 
Exchange  and  some  glaring  frauds  resulted. 

The  commission  was  composed  of  government  officials,  mer- 
chants, bankers,  manufacturers,  professors  of  political  economy, 
and  journalists.  It  was  in  session  one  year  and  seven  months. 
Its  report  was  completed  in  November,  1893.  Although  there 
had  been  a  widespread  popular  demand  that  all  short-selling 
should  be  prohibited,  the  commission  became  satisfied  that  such  a 
policy  would  be  harmful  to  German  trade  and  industry,  and 
they  so  reported.  They  were  willing,  however,  to  prohibit 
speculation  in  industrial  stocks.  In  general  the  report  was 
conservative  in  tone. 

The  law  of  1896, — The  Reichstag,  however,  rejected  the  bill 
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recommended  by  the  commission  and  in  1896  enacted  a  law  much 
more  drastic.  The  landowners,  constituting  the  powerful 
Agrarian  party,  contended  that  short-selling  lowered  the  price 
of  agricultural  products,  and  demanded  that  contracts  on  the 
Exchange  for  the  future  delivery  of  wheat  and  flour  be  pro- 
hibited. The  Reichstag  assented  to  this  demand.  It  yielded 
also  to  demands  for  an  abatement  of  stock  speculation,  and 
prohibited  trading  on  the  Exchange  in  industrial  and  mining 
shares  for  future  delivery.  It  enacted  also  that  every  person 
desiring  to  carry  on  speculative  transactions  be  required  to  enter 
his  name  in  a  public  register,  and  that  speculative  trades  by 
persons  not  so  registered  should  be  deemed  gambling  contracts 
and  void.  The  object  of  the  registry  was  to  deter  the  small 
speculators  from  stock  gambling  and  restrict  speculation  to  men 
of  capital  and  character. 

The  results  were  quite  different  from  the  intention  of  the 
legislators.  Very  few  persons  registered.  Men  of  capital  and 
character  declined  to  advertise  themselves  as  speculators.  The 
small  fry  found  no  difficulty  in  evading  the  law.  Foreign 
brokers,  seeing  a  new  field  of  activity  opened  to  them  in  Ger- 
many, flocked  to  Berlin  and  established  agencies  for  the  pur- 
chase and  sale  of  stocks  in  London,  Paris,  Amsterdam,  and  New 
York.  Seventy  such  offices  were  opened  in  Berlin  within  one 
year  after  the  law  was  passed,  and  did  a  flourishing  business. 
German  capital  was  thus  transferred  to  foreign  markets.  The 
Berlin  Exchange  became  insignificant  and  the  financial  standing 
of  Germany  as  a  whole  was  impaired. 

This  detrimental  consequence,  however,  was  not  the  most 
serious  consequence  of  the  new  law.  While  bankers  and  brokers, 
in  order  to  do  any  business  at  all,  were  required  to  register,  their 
customers  were  not  compelled  to  do  so.  Consequently  the  latter 
could  speculate  through  different  brokers  on  both  sides  of  the 
market,  pocketing  their  profits  and  welching  on  their  losses  as 
gambling  contracts.  Numerous  cases  of  this  kind  arose,  and  in 
some  the  plea  of  wagering  was  entered  by  men  who  had  previ- 
ously borne  a  good  reputation.  They  had  yielded  to  the  temp- 
tation which  the  new  law  held  out  to  them. 
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Another  consequence  was  to  turn  over  to  the  large  banks  much 
of  the  business  previously  done  by  independent  houses.  Persons 
who  desired  to  make  speculative  investments  in  home  securities 
applied  directly  to  the  banks,  depositing  with  them  satisfactory 
security  for  the  purchases.  As  the  German  banks  were  largely 
promoters  of  new  enterprises,  they  could  sell  the  securities  to 
their  depositors  and  finance  the  enterprises  with  the  deposits. 
This  was  a  profitable  and  safe  business  in  good  times,  but  at- 
tended by  dangers  in  periods  of  stringency,  since  the  claims  of 
depositors  were  payable  on  demand.  Here  again  the  law  worked 
grotesquely,  since  customers  whose  names  were  not  on  the  pubUc 
register  could,  if  the  speculation  turned  out  badly,  reclaim  the 
collateral  or  the  cash  that  they  had  deposited  as  security. 

A  partial  repeal  of  the  law  of  1896  was  brought  about  in 
1908.  By  a  law  then  passed  the  government  may,  in  its  discre- 
tion, authorize  speculative  transactions  in  industrial  and  mining 
securities  of  companies  capitalized  at  not  less  than  $5,000,000 ; 
the  Stock  Exchange  Register  was  abolished;  all  persons  whose 
names  were  in  the  "Handelsregister"  (commercial  directory), 
and  all  persons  whose  business  was  that  of  dealing  in  securities, 
were  declared  legally  bound  by  contracts  made  by  them  on  the 
Exchange.  It  provided  that  other  persons  were  not  legally 
bound  by  such  contracts,  but  if  such  persons  made  deposits  of 
cash  or  collateral  security  for  speculative  contracts,  they  could 
not  reclaim  them  on  the  plea  that  the  contract  was  illegal. 

In  so  far  as  the  Reichstag  in  1896  had  aimed  to  prevent  small 
speculators  from  wasting  their  substance  on  the  Exchange,  it 
not  only  failed,  but,  as  we  have  seen,  it  added  a  darker  hue  to 
evils  previously  existing. 

Germany  is  now  seeking  to  recover  the  legitimate  business 
thrown  away  twelve  years  ago.  She  still  prohibits  short  selling 
of  grain  and  flour,  although  the  eff^ects  of  the  prohibition  have 
been  quite  different  from  those  which  its  supporters  anticipated. 
As  there  are  no  open  markets  for  those  products,  and  no  con- 
tinuous quotations,  both  bu^^ers  and  sellers  are  at  a  disadvantage ; 
prices  are  more  fluctuating  than  they  were  before  the  passage  of 
the  law  against  short-selling. 


CHAPTER  XI 

INVESTMENT  SECURITIES 

74.  Bonds  and  Stocks, — Thus  far  we  have  dealt 
only  with  speculation  and  in  the  study  of  that  subject 
our  attention  has  naturally  been  directed  toward  the 
stocks  of  corporations  for  it  is  in  stocks  that  specula- 
tion has  been  most  highly  developed.  One  may  also 
invest  in  stocks;  and  bonds,  of  which  practically  no 
mention  has  yet  been  made,  may  be  counters  in  the 
speculative  game.  Nevertheless  bonds  are  more  pop- 
ular as  investments  than  stocks  and  except  where  large 
capital  is  employed  by  professional  operators  or  by 
dealers  there  is  little  speculation  in  bonds. 

All  investment  securities  are  classed  under  the  head 
of  bonds  or  stocks.  The  short  term  note  is  merely  a 
form  of  bond.  The  general  nature  of  bonds,  stocks 
and  notes  has  been  discussed  in  the  volume  on  Cor- 
poration Finance  but  it  will  be  well  to  repeat  here  the 
distinction  between  bond  and  stock.  The  bondholder 
is  a  creditor,  one  who  lends  money  to  a  corporation. 
The  stockholder  is  an  owner  of  the  property.  The 
bondholder  in  return  for  his  money  receives  a  promise 
to  pay.  He  is  in  the  position  of  any  other  lender  of 
money.  He  expects  ultimately  to  receive  his  princi- 
pal back  and  in  the  meantime  a  regular  rate  of  inter- 
est. The  stockholder,  on  the  other  hand,  as  an  owner 
expects  to  receive  all  the  profits  which  the  corporation 
can  reasonably  disburse.  As  a  result  bonds  usually 
vary  but  little  in  price,  the  return  being  fixed  and 
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known.  Stocks  may  vary  as  much  as  the  profits  of 
the  corporation  not  only  in  price  but  in  regard  to  the 
dividend  paid.  Consequently  bonds  are  better  suited 
to  investment,  being  reasonably  stable  in  price,  whereas 
stocks,  which  fluctuate  more  extensively,  lend  themselves 
readily  to  speculative  operations.  In  Chapter  I  it  was 
pointed  out  that  the  investor  desires  safety  of  principal 
and  interest  more  than  he  does  increase  in  market  value. 
Moreover  the  investor  usually  employs  his  own  capital, 
while  the  speculator  borrows  part  of  his  capital.  He 
would  not  do  so  if  there  were  not  a  chance  of  large 
profits  and  this  is  more  likely  to  be  the  case  where  stocks 
are  purchased.  The  bondholder  is  himself  a  lender. 
He  frequently  does  borrow  money  on  his  bonds  after 
they  have  been  purchased,  but  it  would  be  an  anomaly 
if  the  major  part  of  his  operation  were  financed  by 
others,  which  is  the  case  in  most  stock  purchases. 

The  output  of  bonds  has  increased  much  more  rapidly 
in  recent  years  than  has  the  emission  of  stocks  and  there 
must  be  a  reason  for  this  in  the  relative  demand  for 
the  two  classes  of  securities.  As  wealth  increases  and 
as  fewer  persons,  relatively  speaking,  are  masters  of 
their  own  business,  we  find  a  steadily  increasing  class 
of  investors  consisting  of  retired  business  men,  many 
of  whom  have  sold  out  to  large  corporations,  trust  es- 
tates, savings  banks,  women  and  persons  of  leisure  who 
desire  safe  investments  and  are  willing  to  forego  the 
high  profits  which  often  go  with  stock  ownership  in 
order  to  obtain  safety  and  a  fixed  income.  These  in- 
vestors have  no  desire  to  engage  in  the  active  manage- 
ment of  properties  and  therefore  do  not  care  to  become 
stockholders.  Consequently  bonds,  whose  ownership 
places  the  owner  in  the  position  of  a  creditor  only,  are 
becoming  more  and  more  popular  as  investments.     The 
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demand  for  them  has  also  been  enlarged  by  the  stringent 
laws  recently  passed  in  the  state  of  New  York  regard- 
ing the  irrvestment  of  life  insurance  funds. 

75.  The  word  "bond"'  no  synonym  of  safety, — The 
considerations  which  have  just  been  presented  although 
in  the  main  accurate  must  not  be  taken  without  modifi- 
cation. The  investor  is  afforded  little  or  no  protection 
in  the  long  run  by  reason  of  the  fact  that  his  invest- 
ment is  called  a  "bond."  The  name  "bond"  does  not 
carry  with  it  any  guarantee  of  quality.  A  good  stock 
is  far  better  than  a  poor  bond.  There  are  so  many 
kinds  of  bonds  that  each  issue  must  be  studied  on  its 
own  merits.  Pennsylvania  Railroad  stock,  which  has 
paid  uninterrupted  dividends  for  more  than  half  a  cen- 
tury, is  a  far  better  investment  in  every  sense  of  the 
word  than  many  inferior  bonds  which  have  recently 
been  floated.  In  theory  when  a  property  cannot  earn 
enough  to  pay  the  creditors  the  interest  due  them  the 
owners  must  surrender  the  property,  but  in  practice 
things  do  not  always  work  out  that  way.  The  history 
of  reorganizations  proves  conclusively  that  only  those 
bonds  which  have  large  earnings  behind  them,  or,  in 
other  words,  are  close  to  the  property,  come  out  of  the 
fire  unhurt.  Bonds  are  so  popular  that  many  issues  are 
floated  which  in  reality  are  not  entitled  to  the  name, 
but  a  bond  for  the  payment  of  whose  interest  there 
are  ample  revenues,  will  always  fare  well.  Further- 
more we  must  consider  the  fact  pointed  out  in  the  vol- 
ume on  Corporation  Finance  that  corporations  seldom 
expect  to  pay  off  their  bonds  at  maturity  if  it  is  pos- 
sible to  fund  them  into  a  new  security.  Naturally  when 
revenues  applicable  to  the  payment  of  interest  on  any 
particular  issue  of  bonds  are  ample  that  issue  will  fare 
well  in  any  funding  process  and  a  bond  for  which  earn- 
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ings  are  slim  will  fare  poorly.  The  whole  subject  is 
well  explained  by  Floyd  W.  Mundy,  author  of  the 
''Earning  Power  of  Railroads" : 

The  name  "bond"  does  not  carry  with  it  any  guarantee  of 
quality.  So  far  as  the  term  is  accepted  as  a  synonym  of  pro- 
tection or  safety,  it  is,  in  this  day,  a  misnomer.  In  recent  years 
so  many  new  kinds  of  railroad  bonds  have  been  introduced  into 
our  market,  that  the  investor  must  use  great  care  lest,  in  pur- 
chasing a  bond,  he  finds  himself  possessed  of  a  security  far 
inferior  in  grade  to  many  railroad  stocks  in  which  he  would  not 
choose  to  invest. 

The  value  of  a  bond  therefore  must  rest  to-day,  more  than 
ever  before,  upon  the  earning  capacity  and  the  character  of  the 
management  of  the  issuing  company.  A  bond  may  be  a  first 
mortgage  on  property,  the  value  of  which  is  much  greater  than 
the  face  value  of  the  bonds  issued  against  it,  yet  this  bond  may 
suffer  considerably  in  the  market,  owing  to  the  fact  that  the 
issuing  company  has  outstanding  other  bonds  issued  against 
insuflScient  security,  the  result  being  that,  if  such  company's 
credit  becomes  impaired,  all  the  bonds  of  the  company,  good  and 
bad  alike,  will  suffer  depreciation.  The  value  of  a  bond  is  based 
upon  the  value  of  the  security  behind  it  and  this  value  depends 
largely  upon  revenue-producing  capacity. 

76.  How  bond  values  are  determined, — Although 
there  are  many  bonds  which  are  poorly  secured  and 
highly  speculative  in  character  it  is  safe  to  say  that 
bonds  as  a  class  are  safer  and  fluctuate  less  in  price 
than  stocks.  Moreover  the  influences  which  determine 
their  price  are  less  complicated  and  more  easily  under- 
stood than  in  the  case  of  stocks,  which  respond  to 
fluctuating  earnings  and  speculative  conditions  to  a 
larger  extent.  We  have  seen  that  prices  of  stocks  in 
the  long  run  tend  to  approximate  their  true  values,  but 
in  the  case  of  bonds  prices  approximate  values  much 
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quicker  as  a  rule.  Indeed  it  may  almost  be  said  that  a 
study  of  influences  which  determine  bond  values  will 
practically  be  a  study  of  influences  which  determine 
prices  as  well.  The  first  and  foremost  factor  which 
must  be  mastered  is  that  of  earning  power  behind  the 
bond.  This  study  is  preliminary  to  all  others  and  is 
treated  at  considerable  length  in  subsequent  chapters. 
Assuming,  therefore,  that  in  the  purchase  of  a  bond 
one  first  looks  into  the  revenue  producing  capacity  of 
the  company  the  other  factors  to  be  considered  are  the 
following: 

1.  Rate  of  interest.  A  4%  bond  will  sell  for  less 
than  a  5%  bond,  other  things  being  equal.  In  pur- 
chasing stock  the  rate  of  dividends  is  often  less  im- 
portant than  the  possibility  of  an  increase  in  the  rate, 
but  in  the  case  of  bonds  the  rate  is  fixed  and  is  there- 
fore a  fixed  factor  in  determining  the  value  of  the  bond. 

2.  Price  and  maturity.  If  a  man  buys  a  $1000  bond, 
bearing  5%  interest,  at  $1,000  the  income,  return,  or 
"yield,"  on  his  investment  is  5%,  but  if  he  pays  $1,050 
for  a  $1,000  bond  bearing  5%  interest  the  yield  is  nat- 
urally less  than  5%.  If  the  bond  were  to  run  for  all 
time,  that  is,  if  it  were  irredeemable,  the  yield  would 
be  5  divided  by  1,050  which  is  4.76%.  For  all  practical 
purposes  this  is  the  way  the  yield  on  stocks  is  arrived 
at,  for  though  stocks  are  sometimes  retired  when  pro- 
vided for  by  charter  they  are  generally  purchased  on 
the  theory  that  they  are  irredeemable.  If  the  bond  in 
the  case  just  referred  to  runs  for  one  year  only  the 
buyer  receives  at  maturity  $1,000,  the  face  value,  and 
has  also  received  in  the  meantime  $50  in  interest.  As 
he  paid  $1,050  for  his  bond  he  has  made  nothing  on  the 
transaction. 

If,  however,  the  bond  runs  for,  say,  fifty  years  the 
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purchaser  will  receive  interest  for  that  period  which  will 
much  more  than  make  up  for  the  $50  loss  on  the  prin- 
cipal. The  longer  the  bond  runs  the  less  does  the  $50 
loss  reduce  the  yearly  returns  of  $50.  In  other  words, 
to  arrive  at  the  true  return,  or  yield,  on  the  money  in- 
vested, we  must  distribute  equally  over  the  years  the 
bond  has  to  run  the  loss  which  we  suffer  by  paying  a 
premium  above  the  face  value  on  the  original  purchase. 
The  longer  the  bond  has  to  run  the  smaller  the  loss. 
Bonds  are  practically  never  perpetual  and  very  few 
bonds  run  for  one  year  only.  There  are  also  few 
bonds  purchased  at  their  face  value.  Consequently  the 
question  of  determining  yields  is  a  most  important  one 
to  the  average  investor.  The  general  principle  is  that 
enough  must  be  set  aside  each  year  out  of  the  annual 
interest  installment  which  with  the  compound  interest 
upon  it  will  at  the  maturity  of  the  bond  absorb  the 
premium.  This  process  is  known  as  amortization.  The 
amount  necessary  to  set  aside  each  year  subtracted  from 
the  interest  installment  leaves  the  true  yield.  In  the 
same  way  if  a  bond  is  bought  below  its  face  value  we 
must,  in  order  to  arrive  at  the  true  yield,  add  to  the  yearly 
interest  installment  a  certain  amount  which  placed  at 
compound  interest  will  at  maturity  absord  the  dis- 
count. This  process  of  amortization  involves  higher 
mathematics  and  cannot  be  gone  into  here.  Tables  have 
been  prepared,  however,  which  provide  for  all  amounts, 
all  rates  of  interest  and  all  maturities  and  given  these 
data  one  may  learn  at  a  glance  the  yield  on  any  given 
investment.  The  tables  also  provide  for  the  interest 
payment  period,  the  general  principle  being  that  the 
oftener  interest  is  paid  the  higher  the  yield.  Most 
bonds,  however,  pay  interest  twice  a  year.  The  follow- 
ing is  a  sample  page  from  Rollins'  tables  of  bond  values : 


Number  ol^  years  of  life  required  to  yield       %  inter- 


Annus 

Ratec 

Divider 

j     est  and  in  addition  to  furnish  annual  instalments 

which,  if  re-invested  at  4%,  will  return  the 

origi- 

nal  investment  at  the  end  of  the  period. 

% 

6% 

6% 

7% 

8% 

9% 

10% 

6 

41.0 

7 

28.0 

41.0 

8 

21.6 

28.0 

41.0 

9 

17.7 

21.6 

28.0 

41.0 

10 

15.0 

17.7 

21.6 

28.0 

41.0 

11 

13.0 

15.0 

17.7 

21.6 

28.0 

41.0 

12 

11.5 

13.0 

15.0 

17.7 

21.6 

28.0 

13 

10.3 

11.5 

13.0 

15.0 

17.7 

21.6 

14 

9.4 

10.3 

11.5 

13.0 

15.0 

17.7 

15 

8.6 

9.4 

10.3 

11.5 

13.0 

15.0 

16 

7.9 

8.6 

9.4 

10.3 

11.5 

13.0 

17 

7.3 

7.9 

8.6 

9.4 

10.3 

11.5 

18 

6.8 

7.3 

7.9 

8.6 

9.4 

10.3 

19 

6.4 

6.8 

7.3 

7.9 

8.6 

9.4 

20 

6.0 

6.4 

6.8 

7.3 

7.9 

8.6 

21 

5.7 

6.0 

6.4 

6.8 

7.3 

7.9 

22 

5.4 

5.7 

6.0 

6.4 

6.8 

7.3 

23 

5.1 

5.4 

5.7 

6.0 

6.4 

6.8 

24 

4.9 

5.1 

5.4 

5.7 

6.0 

6.4 

25 

4.7 

4.9 

5.1 

5.4 

5.7 

6.0 

26 

4.5 

4.7 

4.9 

5.1 

5.4 

5.7 

27 

4.3 

4.5 

4.7 

4.9 

5.1 

5.4 

28 

4.1 

4.3 

4.5 

4.7 

4.9 

5.1 

29 

3.9 

4.1 

4.3 

4.5 

4.7 

4.9 

30 

3.8 

3.9 

4.1 

4.3 

4.5 

4.7 
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3.  Money  rates. — Of  course  the  general  condition  of 
business  affects  the  value  of  all  bonds  but  this  is  not 
much  of  a  direct  influence  in  the  case  of  municipals  and 
high  grade  railroad  mortgage  issues.     Such  securities 
will  be  influenced  to  a  large  extent  in  their  market  move- 
ments by  money  rates.     When  money  is  plentiful  and 
not  highly  profitable  in  ordinary  business  pursuits  more 
of  it  will  flow  into  bond  investments  than  when  it  is 
actively  employed  at  high  rates.     Banks  and  other  in- 
stitutions are  large  buyers  of  bonds  when  they  have  lit- 
tle use  for  their  funds  and  are  often  large  sellers  when 
money  is  in  greater  demand.     The  larger  movements 
of  bond  prices  are  generally  the  result  of  the  inter- 
action of  two  forces,  the  loaning  rate  on  money  and 
the  condition  of  business.     Usually  when  business  con- 
ditions are  bad  money  is  low  while  when  conditions  im- 
prove the  rate  goes  up.     The  result  is  that  the  two 
influences   are  generally  opposed  and  movements   of 
diff*erent  proportions  and  sometimes  in  diff*erent  direc- 
tions in  diff'erent  classes  of  securities  are  brought  about. 
High  grade  bonds  may  be  falling,  middle  grade  bonds 
remaining  stationary  and  poor  bonds  rising,  all  at  the 
same  time.     This  gives  the  market  a  very  irregular  ap- , 
pearance  but  a  thorough  study  of  the  forces  at  work 
reconciles  the  apparent  inconsistencies.     As  an  example 
choice  municipal  bonds,  whose  safety  cannot  be  im- 
paired by  any  business  depression,  will  be  governed  al- 
most entirely  at  all  times  by  money  rates. 

77.  Accrued  Interest — The  investor  in  bonds  should 
understand  the  principle  of  accrued  interest.  If  a  bond, 
upon  which  interest  is  paid  on  January  1  and  July  1, 
is  purchased  on  January  28  the  purchaser  will  receive 
on  the  July  1  following  an  interest  coupon  for  a  full 
half  year.     He  is  entitled,  however,  to  interest  for  only 
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six  months  minus  28  days  rather  than  for  the  full  six 
months  and  in  purchasing  the  bond  he  must  pay  the 
seller  the  interest  for  28  days,  which  is  known  as  the 
accrued  interest.  Anyone  can  figure  up  accrued  inter- 
est, but  the  process  though  simple  may  take  so  much 
arithmetic  as  to  make  the  use  of  a  table  an  economy 
of  time.  On  page  128  is  a  sample  page  from  Rollins 
Accrued  Interest  Tables. 

78.  Stock  investment  values, — If  dividends  have 
been  paid  with  regularity  upon  a  stock  for  a  number 
of  years  and  a  surplus  has  been  set  aside  for  improve- 
ments as  in  the  case  of  the  Pennsylvania  Railroad  the 
stock  may  be  a  far  better  investment  than  the  bulk  of 
railroad  bond  issues.  No  matter  how  good  a  stock  may 
be,  however,  there  is  always  a  chance  of  reduction  in 
dividends  if  earnings  fail,  which  will  lower  the  price, 
or  the  possibility  of  an  increase  in  the  rate,  which  will 
drive  it  up.  Thus  even  the  best  of  stocks,  except  guar- 
anteed and  preferred  stocks,  are  liable  to  more  irregular 
price  fluctuations  than  bonds  and  though  over  a  long 
period  of  years  the  holder  may  receive  more  income  than 
he  would  from  a  bond  he  will  be  subject  to  more  or  less 
mental  disturbance  on  account  of  rumors  good  and  bad. 

In  buying  stocks  it  is  always  necessary  to  inquire 
whether  they  are  dealt  in  on  a  percentage  or  dollar 
basis.  On  the  New  York  Stock  Exchange  all  stocks 
are  on  a  percentage  basis  with  the  exception  of  those 
of  a  par  value  of  $25  or  less,  which  are  on  a  dollar  basis 
as  on  the  Philadelphia  Exchange.  The  investor  should 
of  course  know  the  par  value  of  his  stock.  Nearly  all 
the  leading  stocks  on  the  New  York  Exchange  are  $100 
par,  but  Reading,  Pennsylvania,  Lackawanna,  Westing- 
house  Electric  and  a  few  others  are  $50  par.  Union 
Pacific  at  200  is  selling  for  $200  a  share  but  Pennsyl- 


Accrued  Interest  on  $1,000  Computed  on  Basis  of  360 
Days  in  a  Year.     One  Month  of  Thirty-one  Days. 


Days 

2% 

3% 

4% 

5% 

6% 

7% 

1 

$0.0556 

$0.0833 

$0.1111 

$0.1389 

$0.1667 

$0.1944 

2 

0.1111 

0.1667 

0.2222 

0.2778 

0.3333 

0.3889 

3 

0.1667 

0.2500 

0.333: 

0.4167 

0.5000 

0.5833 

4 

0.2222 

0.3333 

0.4444 

0.5556 

0.6667 

0.7778 

5 

0.2778 

0.4167 

0.5556 

0.6944 

0.8333 

0.9722 

6 

0.3333 

0.5000 

0.6667 

0.8333 

1.0000 

1.1667 

7 

0.3889 

0.5833 

0.7778 

0.9722 

1.1667 

1.3611 

8 

0.4444 

0.6667 

0.8889 

1.1111 

1.3333 

1.5556 

9, 

0.5000 

0.7500 

1.0000 

1.2500 

1.5000 

1.7500 

10 

0.5556 

0.8333 

1.1111 

1.3889 

1.6667 

1.9444 

11 

0.6111 

0.9167 

1.2222 

1.5278 

1.8333 

2.1389 

12 

0.6667 

1.0000 

1.3333 

1.6667 

2.0000 

2.3333 

13 

0.7222 

1.0833 

1.4444 

1.8056 

2.1667 

2.5278 

14 

0.7778 

1.1667 

1.5556 

1.9444 

2.3333 

2.7222 

15 

0.8333 

1.2500 

1.6667 

2.0833 

2.5000 

2.9167 

16 

0.8889 

1.3333 

1.7778 

2.2222 

2.6667 

3.1111 

17 

0.9444 

1.4167 

1.8889 

2.3611 

2.8333 

3.3056 

18 

1.0000 

1.5000 

2.0000 

2.5000 

3.0000 

3.5000 

19 

1.0556 

1.5833 

2.1111 

2.6389 

3.1667 

3.6944 

20 

1.1111 

1.6667 

2.2222 

2.7778 

3.3333 

3.8889 

21 

1.1667 

1.7500 

2.3333 

2.9167 

3.5000 

4.0833 

22 

1.2221 

1.8333 

2.4444 

3.0556 

3.6667 

4.2778 

23 

1.2778 

1.9167 

2.5556 

3.:.944 

3.8333 

4.4722 

24 

1.3333 

2.0000 

2.6667 

3.33:s0 

4.0000 

4.6667 

25 

1.3889 

2.0833 

2.7778 

3.4722 

4.1667 

4.8611 

26 

1.4444 

2.1667 

2.8889 

3.6111 

4.3333 

5.0556 

27 

1.5000 

2.2500 

3.0000 

3.7500 

4.5000 

5.2500 

28 

1.5556 

2.3333 

3.1111 

3.8889 

4.6667 

5.4444 

29 

1.6111 

2.4167 

3.2222 

4.0278 

4.8333 

5.6389 

30 

1.6667 

2.5000 

3.3333 

4.1667 

5.0000 

5.8333 

31 

1.7221 

2.5833 

3.4444 

4.3056 

5.1667 

6.0278 

Note — In  Rollin's  tables  the  interest  is  computed  also  for  2^  per  cent, 
3|  per  cent,  etc. 
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vania  at  137  is  selling  for  $68.50  a  share.  Reading  al- 
ways appears  to  be  a  very  active  stock  but  it  should 
be  remembered  the  activity  as  well  as  the  fluctuations 
are  magnified  100%  by  the  $50  par  value.  Stocks 
which  have  a  $50  par  value  are  known  as  half  stocks 
and  many  ignorant  investors  have  been  much  bewil- 
dered when  they  bought  or  sold  these  shares  and  found 
the  amount  paid  out  or  received  was  only  half  of  what 
the  market  quotation  called  for. 

79.  Booh  value, — No  phrase  is  more  used  in  speak- 
ing of  investment  stocks  than  that  of  "book  value." 
The  book  value  of  a  stock  is  based  on  the  net  profits 
or  deficit  of  the  corporation  which  issued  it.  If  a 
bank  has  net  profits  of  $75,000  and  a  capital  stock  of 
$100,000  the  book  value  of  the  stock  is  $175  a  share, 
provided  the  par  value  of  the  shares  is  $100.  If  there 
is  a  deficit  of  $75,000  the  book  value  is  $25.  In  other 
words  book  value  means  par  plus  the  accumulated  sur- 
plus and  undivided  profits  or  minus  the  deficit. 

In  quoting  bank  stocks  it  is  a  frequent  practice  to 
give  book  as  well  as  market  values,  and  in  the  case  of  a 
bank  stock  this  is  well,  for  the  net  profits  are  always,  or 
at  least  should  be  always,  in  liquid,  if  not  in  actual  cash 
form.  But  in  the  case  of  a  railroad  or  industrial  cor- 
poration, the  surplus  of  which  usually  represents  im- 
provements made  rather  than  cash  or  liquid  assets,  it  is 
dangerous  to  lean  much  on  book  value.  A  few  years  be- 
fore the  Westinghouse  Electric  and  Manufacturing 
Company  was  placed  in  the  hands  of  a  receiver,  a  strong 
point  was  made  in  favor  of  the  stock  in  that  it  had  a 
book  value  of  $200  a  share.  How  mistaken  was  this 
mode  of  reckoning  need  not  be  told;  instead  of  there 
being  any  equity  in  the  company's  assets,  there  was  an 
assessment  levied  of  $25  on  each  $100  share. 

VII— 9 
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Nearly  all  stocks  represent  merely  a  fractional  in- 
terest in  the  profits  of  a  corporation  which  are  avail- 
able for  dividends  and  upon  this  interest  the  market 
usually  places  the  fairest  price.  Nevertheless  book 
value,  if  honestly  estimated,  is  a  check  upon  market 
price.  The  fairest  way  to  get  at  the  real  value  of  an 
investment  stock  is  to  take  into  account  all  three  stand- 
ards of  value,  par,  book  and  market. 

80.  Bank  stocks, — Banks  in  order  to  conduct  their 
business  safely  always  attempt  to  build  up  a  large  sur- 
plus. This  enhances  the  book  value  of  bank  stocks,  also 
their  safety,  for  only  part  of  the  earnings  are  paid 
out  in  dividends.  The  income  is  usually  small  on  ac- 
count of  the  high  prices  at  which  bank  stocks  sell,  but 
if  a  bank  is  at  all  successful  the  value  of  the  stock 
and  its  price  will  appreciate  more  than  most  classes  of 
securities.  The  market  for  bank  stocks  is  limited  and 
therefore  these  securities  possess  poor  convertibility. 
Speculation  in  bank  shares  is  rare.  Rich  men  are  the 
chief  buyers  not  only  because  they  can  afford  to  fore- 
go present  income  for  the  sake  of  an  increase  in  value 
but  because  ownership  of  banks  gives  to  them  valuable 
privileges  for  the  conduct  of  their  business.  Neverthe- 
less the  shares  of  the  national  banks  are  held  by  more 
than  300,000  persons,  the  distribution  of  ownership 
being  by  no  means  small. 

The  importance  of  bank  shares  as  investments  is  apt 
to  be  underrated  because  they  are  not  actively  dealt 
in  on  the  stock  exchanges.  Yet  it  is  probable  that  about 
20  per  cent,  as  much  capital  is  invested  in  bank  stocks 
as  in  railroad  shares.  Bank  shareholders  are  liable  to 
assessment  in  case  of  impairment  of  capital  and  the 
success  of  a  bank  depends  absolutely  upon  the  integrity 
and  ability  of  the  directors  and  officers.     For  these 
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reasons  the  personal  element  enters  largely  into  such 
investments  and  their  market  is  narrow  and  almost  en- 
tirely local.  On  the  other  hand,  bank  stocks  are  rarely 
manipulated  in  price  and  if  the  stock  of  a  bank  is  fairly 
well  distributed  there  is  usually  but  little  trouble  in  find- 
ing a  market  for  it  when  one  is  needed. 

Banks,  if  at  all  successful,  pay  good  dividends,  and 
others  than  the  very  wealthy  investors  are  learning  this 
fact.  Recently  farmers  have  been  extensive  buyers  of 
bank  shares.  In  Minnesota  fully  50  per  cent  of  the 
stock  of  country  banks  is  now  owned  by  farmers. 
Since  1900  the  number  of  country  state  banks  in  Min- 
nesota has  grown  from  187  to  672  and  nearly  all  have 
been  started  by  farmers.  Practically  all  are  earning 
as  much  as  8  per  cent,  and  some  earn  25  per  cent. 

81.  Guaranteed  stocks, — Several  of  the  larger  rail- 
roads have  guaranteed  dividends  upon  the  stocks  of 
smaller  companies  leased  by  them  and  these  securities 
are  in  many  cases  excellent  investments.  Many  of  the 
leases  are  perpetual  and  were  made  years  ago  and  the 
leased  companies  are  now  earning  far  more  than  the 
amount  of  the  rental  or  guaranteed  dividend.  This 
class  of  securities  is  well  described  by  the  Wall  Street 
Journal  as  follows: 

There  are  numerous  advantages  which  certain  guaranteed 
stocks  offer  to  investors,  and  the  best  class  ranks  well  up  with 
the  very  highest  securities.  Their  position  is  unique  and  in  a 
way  is  similar  to  one-name  paper  in  that  both  are  entirely  de- 
pendent for  value  upon  the  credit  of  the  guarantor.  These 
stocks  stand  just  after  the  bonds  and  just  before  the  stocks  of 
the  leasing  company,  and  so  are  in  reality  the  first  preferred 
stocks.  The  financial  status  of  roads  of  the  type  of  the  New 
York  Central,  the  Union  Pacific,  the  Pennsylvania  and  the  New 
Haven  is  unassailable,  and  the  stocks  of  companies  which  such 
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Bjstems  lease  under  provisions  of  guaranty  find  a  good  demand. 

It  has  been  the  policy  of  the  systems  to  make  each  leased  line 
stand  upon  its  own  base,  and  if  possible  earn  the  dividend  paid. 
With  some  roads  all  improvements  are  charged  to  the  leased 
line,  and  since  many  of  the  railroads  are  dependent  upon  lines 
thus  controlled  for  entrance  and  terminal  facilities  in  New  York, 
Philadelphia,  Chicago  and  other  large  cities  they  usually  find  it 
to     Titual  advantage  to  take  good  care  of  the  properties. 

There  are,  on  the  other  hand,  some  serious  disadvantages  to 
even  the  best  of  such  stocks,  the  foremost  being  the  limited  mar- 
ket and  the  extreme  inactivity  of  the  stock,  which  makes  it  more 
or  less  difficult  to  dispose  of  immediately  should  such  a  con- 
tingency arise.  So  long  as  the  renting  company  can  maintain 
its  own  earnings,  meet  fixed  charges  and  show  a  satisfactory 
surplus  available  for  dividends  to  its  own  stock,  the  security  of 
the  guaranteed  stock  will  remain  intact,  but  there  always  remains 
the  potential  risk  that  the  guarantor  will  renounce  the  rental 
should  it  become  burdensome  and  unprofitable  to  continue  the 
arrangement. 

Being  tax  exempt  in  most  states,  they  have  found  favor  with 
the  ultra-conservative,  who,  together  with  trustees,  guardians 
and  executors,  are  looking  for  the  safety  of  both  principal  and 
interest.  Before  the  Armstrong  law  forbidding  insurance  com- 
panies of  New  York  State  to  invest  In  stocks  these  institutions 
were  among  the  best  bidders  for  these  issues,  and  since  the  law 
ordered  that  all  stock  held  December  31,  1906,  should  be  dis- 
posed of  at  the  discretion  of  the  companies  within  five  years 
from  that  time  a  great  deal  of  this  stock  has  appeared  in  the 
market.  As  proof  of  their  Intrinsic  worth  many  of  these  securi- 
ties are  now  selling  on  an  Income  basis  practically  the  same  as 
that  of  high  grade  bonds  and  In  a  few  instances  the  yield  is 
less. 

82.  Mill  Shares. — The  chapter  on  industrial  securities 
includes  in  a  general  way  the  main  considerations  which 
apply  to  mill  shares,  but  these  securities  are  so  peculiar 
unto  themselves  and  form  such  an  important  part  of 
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the  high  grade  investments  of  New  England  and  the 
South  that  they  deserve  to  be  separately  considered  in 
this  place.  Cotton  mills  comprise  one  of  the  largest 
industrial  investments  in  the  country.  The  1900 
Census  gave  the  cotton  textile  mills  a  capital  valuation 
of  $467,000,000  and  the  1910  Census  will  probably 
show  a  capital  valuation  of  $650,000,000.  The  Fall 
River  market  for  mill  shares  is  not  much  in  the  public 
eye  and  brokers  on  stock  exchanges  other  than  that  of 
Boston  hardly  know  of  the  existence  of  such  a  market. 
The  volmne  of  transactions  is  small  but  the  market 
is  important  because  it  indicates  the  exact  fundamental 
condition  in  one  of  the  country's  most  important  indus- 
tries. 

In  a  general  way  the  large  New  England  cotton 
mills  carry  a  low  capitalization  and  pay  seemingly 
enormous  dividends  on  their  small  capital.  In  1910  the 
Butler  Mills,  of  New  Bedford,  on  a  capital  of  $1,500,- 
000  paid  a  half  yearly  dividend  of  $350,000  and  many 
other  similar  cases  might  be  cited.  Although  railroad 
stocks  are  supposed  to  possess  an  inherent  stability  that 
industrials  do  not  enjoy,  the  mill  share  did  not  decline 
to  anything  like  the  extent  of  the  leading  rails  in  the 
long  bear  market  of  1909-1910.  For  King  Philip, 
never  above  190,  170  was  bid  in  the  summer  of  1910 
whereas  Union  Pacific,  which  sold  at  219  in  the  sum- 
mer of  1909,  fell  to  I52I4  in  1910. 

Many  of  the  best  mill  stocks  are  closely  held,  but 
Boston  brokers  can  always  secure  a  few  shares  of  the 
good  stocks  for  customers. 

83.  Preferred  stocks. — Much  valuable  information 
regarding  preferred  stocks  is  contained  in  the  volume 
on  Corporation  Finance  and  about  the  only  point  to 
be  made  here  is  that  the  investor  should  not  be  led  astray 
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by  a  name.  Preferred  stocks  differ  among  themselves 
as  much  as  bonds.  All  preferred  stocks  have  prefer- 
ence as  to  payment  of  dividends,  but  often  dividends 
are  limited  to  a  fixed  amount,  while  there  is  no  limit 
to  dividends  on  common  stock.  In  other  cases  pre- 
ferred stocks  do  not  share  in  profits  beyond  a  fixed 
rate.  Some  preferred  issues  are  cumulative  in  the  mat- 
ter of  dividends,  that  is,  if  the  dividend  is  not  paid  one 
year  it  becomes  a  sort  of  charge  on  the  earnings  of 
following  years.  Frequently  large  amounts  of  unpaid 
back  dividends  are  paid  off  when  the  corporation  be- 
comes prosperous.  In  other  cases  a  compromise  is 
made  with  the  shareholders  by  which  they  accept  a  new 
security.  Almost  every  preferred  stock  differs  as  to  its 
privileges.  Often  preferred  and  common  stocks  differ 
as  to  voting  power. 

Railroad  preferred  shares  are  seldom  cumulative. 
With  the  stronger  companies  the  preferred  stock  is 
practically  a  bond.  For  the  most  part  there  is  a  tend- 
ency on  the  part  of  the  railroads  to  retire  their  prefer- 
ence issues.  With  manufacturing  and  other  industrial 
corporations  the  case  is  different.  Preferred  stock 
forms  a  very  important  part  in  their  financing.  When 
the  great  industrial  consolidations,  or  trusts,  were 
formed  preferred  shares  were  usually  issued  in  payment 
for  the  actual  property  of  the  plants  taken  over  and 
the  common  shares  were  put  out  to  represent  what  the 
promoters  hoped  would  be  the  increased  earning  power 
of  the  constituent  companies  under  consolidation.  To 
a  large  extent  earnings  have  caught  up  to  the  com- 
mon stock  sufficiently  to  maintain  the  preferred  on  a 
stable  footing.  Preferred  shares  of  such  corporations 
as  the  United  States  Steel,  United  States  Rubber,  Na- 
tional Biscuit,  American  Smelting  and  Refining  and, 
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many  others  which  might  be  named,  have  paid  dividends 
with  regularity  and  form  a  desirable  class  of  invest- 
ments. These  stocks  yield  higher  than  others  which 
pretend  to  any  degree  of  safety.  Although  the  large 
industrial  corporations  are  issuing  bonds  now  more  than 
they  did  during  the  first  few  years  following  their  for- 
mation the  preferred  stocks  are  in  most  cases  still  very 
close  to  the  earnings  of  the  various  properties.  During 
the  panic  of  1907  few  of  the  larger  manufacturing 
trusts  had  any  trouble  in  paying  their  preferred  divi- 
dends although  the  American  Locomotive  Company 
fell  $762,000  behind  in  earning  its  7%  rate  in  that  year. 
This  company,  however,  builds  up  a  large  surplus  in 
good  times. 


CHAPTER  XII 

GOVERNMENT  BONDS 

84.  Legal  security  of  government  bonds, — The 
class  of  investments  which  are  regarded  as  the  safest 
and  the  most  highly  desirable  are  the  bonds  of  the  lead- 
ing governments  of  the  world.  It  is  a  common  saying 
that  an  investment  is  as  safe  as  a  government  bond. 
No  other  investment  can  approach  them  in  security. 
The  timid  investor,  who  desires  protection  and  absolute 
security  above  all  else,  purchases  these  securities.  Trust 
estates,  which  care  more  for  security  of  the  principal 
than  the  size  of  the  yield,  also  furnish  a  ready  market 
for  this  form  of  investment.  In  many  cases  they  are 
limited  by  law  to  government  bonds,  or  state  or  city 
bonds,  in  their  selection.  Another  important  class  of 
buyers  is  composed  of  banking  institutions.  The  Brit- 
ish law  makes  this  form  of  security  especially  attractive 
to  savings  banks  while  our  National  Bank  Act  con- 
tains provisions  which  are  designed  to  make  the  na- 
tional banks  large  buyers  of  our  government  bonds. 
As  a  consequence  most  of  the  large  countries  are  able 
to  sell  their  bonds  at  high  prices  with  unusually  low  in- 
terest yields. 

Their  legal  security  is  startlingly  weak  in  view  of 
the  high  opinion  in  which  they  are  invariably  held  by 
investors.  The  government  bond  is  a  plain  promise  to 
pay,  issued  without  any  security  other  than  the  faith 
and  credit  of  the  government.  A  nation  simply  prom- 
ises that  it  will  pay  the  bearer,  or  registered  holder,  of 
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the  bond  a  certain  sum  of  money  at  the  expiration  of 
a  given  period  of  time  and  that  during  the  interval, 
on  certain  specified  dates,  it  will  pay  interest  upon  the 
loan.  With  the  exception  that  there  is  greater  formal- 
ity and  a  more  lengthy  statement  of  the  obligation,  the 
government  bond  is  not  unlike  the  ordinary  promissory 
note  given  by  an  individual  or  corporation.  The  chief 
difference  is  that  the  loan  of  the  government  is  of  much 
greater  duration,  being  for  a  number  of  years  instead 
of  a  few  days,  and  that  the  responsibility  of  the  maker 
of  the  note  is  many  times  greater. 

Almost  all  other  f  onns  of  investment  are  secured  by  a 
special  claim  upon  certain  tangible  property.  In  the 
volume  on  Corpoiiation  Finance  the  character  of 
these  claims  is  described  in  detail,  and  the  security  which 
is  given  is  considered  at  length.  The  government  bond, 
and  state  and  municipal  bonds  which  we  will  consider 
later,  differ  from  other  forms  of  investment  in  that 
there  is  no  special  claim  on  any  tangible  property  which 
can  be  sequestered  or  set  aside.  The  security  which  lies 
behind  the  bond  is  entirely  apart  from  the  value  of 
any  specific  property. 

The  investor's  position  is  also  weakened  by  the  fact 
that  the  law  sets  the  nation  above  and  apart  from  other 
classes  of  individuals  in  so  far  as  the  ability  of  the 
creditor  to  collect  is  concerned.  All  nations  are  re- 
garded as  sovereign.  They  are,  therefore,  above  the 
laws  unless  they  consent  to  be  amenable  to  the  law. 
It  is  impossible  to  sue  a  sovereign  state  without  its  con- 
sent, and  if  a  nation,  therefore,  chooses  to  repudiate 
its  debt  there  is  no  means  by  which  the  debt  can  be 
collected.  The  reason  for  this  situation  is  that  the  foun- 
dation of  all  law  is  force.  People  get  together  and 
form  an  organization  for  the  regulation  of  their  affairs. 
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called  a  government.  This  government  draws  certain 
rules,  called  laws,  and  the  public  opinion  of  the  com- 
munity is  the  impelling  force  which  sees  that  these  laws 
are  carried  out.  A  government  could  not  repudiate 
its  bonds,  without  the  consent  of  its  people.  Failure 
to  get  this  consent  would  remove  the  element  of  strength 
necessary  to  make  a  law  operative. 

There  is  a  body  of  law,  much  discussed  by  theorists 
and  scholars,  known  as  International  Law,  which  is  sup- 
posed to  be  a  codification  of  the  rules  which  bind  the 
nations  in  their  relations  with  each  other  and  with  the 
citizens  of  other  powers.  This  international  law,  how- 
ever, has  little  or  no  real  force.  It  is  to  a  large  extent 
a  collection  of  precedents  and  its  weakness  comes  from 
the  fact  that  these  precedents  may  never  be  followed 
again.  Even  where  governments  have  entered  into  an 
agreement  any  one  power  can  terminate  the  agreement 
at  any  time  by  refusing  to  carry  it  into  effect.  The 
government  in  other  words  is  totally  irresponsible  so 
far  as  any  controlling  force  is  concerned. 

It  is  for  these  reasons  that  we  define  government 
bonds  as  simple  promises  to  pay  without  security.  The 
only  safeguard  which  the  creditor  has,  and  which  in  the 
case  of  first  rate  powers  is  ample,  is  the  honesty  of  the 
people  of  the  country  which  will  force  their  government 
to  keep  its  financial  obligations  faithfully,  coupled  with 
the  financial  ability  of  their  government  to  meet  its 
claims  when  they  fall  due.  In  the  case  of  the  great 
powers  and  of  many  of  the  smaller  states  there  is  no 
question,  even  in  the  minds  of  the  most  timid,  about 
the  ability  and  willingness  of  the  government  to  pay. 

85.  Considerations  affecting  the  value  of  these 
bonds. — The  value  of  the  government  bond  bears  no 
relation  whatever  to  the  amount  of  property  which  the 
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government  itself  possesses.  Where  the  people  of  the 
country  exercise  good  faith  the  bonds  are  in  reality  an 
indirect  mortgage  upon  all  the  public  and  private  prop- 
erty within  the  country.  There  is  no  nation  whose 
bonded  debt  bears  more  than  an  insignificant  ratio  to 
the  total  value  of  the  property  within  the  country,  which 
by  implication  is  pledged  for  its  payment. 

The  considerations  which  affect  the  standing,  and  of 
course  the  value  of  government  bonds  are  as  follows: 

1.  The  honesty  and  good  faith  of  the  people. 

2.  The  stability  of  the  government. 

3.  The  revenue  and  expenses  of  the  government. 

4.  The  probable  future  of  the  revenue  of  the  gov- 
ernment. 

5.  The  supply  and  demand  for  the  bonds. 

86.  National  honor. — The  most  important  considera- 
tion is  the  honesty  and  good  faith  of  the  people.  The 
nations  of  the  world  fall  into  three  classes:  those  about 
which  there  is  no  doubt  concerning  the  payment  of  the 
national  debt;  those  where  there  is  a  possibility  that 
the  national  debt  may  be  repudiated;  and  finally  those 
countries  where  the  sense  of  financial  honesty  is  so  low 
that  repudiation  is  to  be  expected.  Practically  all  of 
the  great  nations  of  the  world  come  under  the  first 
classification.  The  securities  of  such  powers  as  Eng- 
land, France,  Germany  or  the  United  States  are  as 
safe  as  could  be  desired.  These  great  commercial  na- 
tions have  developed  a  sense  of  national  honesty  which 
will  at  all  times  be  effective  in  protecting  their  national 
debts.  They  regard  it  as  dangerous  and  foolhardy  to 
repudiate  their  debts.  There  are  no  circumstances  un- 
der which  repudiation  is  conceivable. 

87.  Stability  of  the  government, — The  second  con- 
sideration concerns  the  stability  of  the   government. 
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An  unstable  government  has  a  bad  effect  upon  the  sala- 
bility  of  bonds,  for  investors  are  unwilling  to  purchase 
fearing  that  another  element  either  extravagant  or 
irresponsible  may  come  into  power.  Countries  in  which 
revolutions  are  frequent  are  not  regarded  as  good  finan- 
cial risks.  An  illustration  of  the  effects  of  the  sudden 
overturning  of  an  established  government  is  furnished 
by  the  history  of  France  during  the  French  revolution. 

The  Bourbon  kings,  who  ruled  over  France  for  gen- 
erations, had  piled  up  an  enormous  burden  of  debt  and 
when  the  French  revolution  burst  out  the  irresponsible 
leaders  who  came  into  power  repudiated  the  debt,  caus- 
ing heavy  losses  to  its  holders. 

88.  The  fiscal  operations  of  the  government, — The 
third  consideration  to  be  taken  into  account  in  judging 
of  the  desirability  of  government  bonds  is  the  revenue 
and  expenditures  of  the  country.  The  factor  is  most 
carefully  considered  in  the  case  of  relatively  new  coun- 
tries which  have  either  not  advanced  in  their  economic 
development  or  are  expanding  with  tremendous  rapid- 
ity thereby  making  possible  sudden  disaster.  It  is  es- 
sential, in  order  that  the  bonds  may  be  above  question, 
that  the  government's  fiscal  report  shall  show  a  con- 
siderable balance  of  revenue  over  and  above  expenses, 
under  ordinary  conditions.  The  interest  and  sinking 
fund  on  the  bonds  must  be  paid  from  this  surplus  fund. 

The  consequences  of  a  rapid  expansion  in  the  national 
debt  of  a  country  are  illustrated  by  the  experience  of 
Japan  in  the  war  with  Russia.  At  this  time  Japanese 
government  bonds  were  practically  unknown  in  foreign 
money  markets.  The  bonded  debt  of  the  government 
was  then,  as  it  still  is,  divided  into  two  parts.  The  first 
part  known  as  the  external  debt,  consisted  of  two  issues 
of  bonds  totaling  approximately  thirty-four  million  dol- 
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lars;  and  the  internal  loans  or  those  which  were  held 
by  the  people  of  Japan,  amounted  to  about  two  hundred 
and  twenty-seven  million,  five  hundred  thousand  dollars. 

89.  How  Japan  became  a  notable  borrower, — The 
breaking  out  of  the  war  forced  Japan  to  become  sud- 
denly the  leading  borrower  in  the  money  markets  of 
the  world.  In  the  years  1904,  1905  and  1906  this  na- 
tion borrowed  in  Europe  and  in  the  United  States,  five 
hundred  and  forty  million  dollars ;  bringing  up  the  total 
foreign  loans  outstanding  to  five  hundred  and  seventy- 
five  million  dollars.  At  the  same  time  Japan  sold,  for 
the  same  purpose,  almost  two  hundred  and  forty  million 
dollars  of  internal  loans  to  its  own  people,  with  the 
consequence  that  the  total  debt  of  the  country  rose  in 
the  short  period  of  three  years  from  two  hundred  and 
sixty-two  million  dollars  to  one  billion  and  one  million 
dollars. 

The  most  significant  feature  of  this  remarkable  ex- 
pansion in  the  national  debt  of  Japan,  however,  is  the 
jump  in  the  amount  which  was  held  in  foreign  countries 
from  thirty-five  million  dollars  to  five  hundred  and  sev- 
enty-five million  dollars.  This  money  was  secured  by 
the  issue  of  4l/^  and  4  per  cent  bonds  which  were 
sold  at  prices  yielding  to  the  investor  a  trifle  over 
5  per  cent. 

The  things  which  were  taken  into  account  in  judging 
of  the  value  of  these  bonds  when  they  were  issued, 
are  typical  of  those  which  would  be  considered  by  any 
country  under  similar  circumstances.  The  first  inquiry 
concerned  the  probable  success  of  the  Japanese  nation 
in  the  war  with  Russia.  Defeat  would  have  so  crippled 
Japan  that  it  would  have  been  probable  that  it  might 
be  unable  to  repay  its  debt.  On  the  other  hand,  success 
would  not  only  mean  an  indemnity  but  it  would  have 
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a  certain  electrical  effect  upon  the  people,  stimulating 
all  kinds  of  production.  In  addition  the  war  might 
give  to  Japan  valuable  territory  which  could  be  made 
to  bear  a  portion  of  the  debt.  While  the  war  was  in 
progress  the  bonds  were  little  better  than  a  first  class 
speculation.  As  soon  as  the  war  ended  with  success 
for  Japan,  the  bonds  became  a  first  class  investment. 

The  second  inquiry  which  was  made  concerned  the 
ability  of  the  Japanese  government,  after  the  war  was 
ended,  to  carry  the  enormous  burden  of  debt  which  it 
had  incurred.  The  total  expense  of  the  war,  both  direct 
and  indirect,  was  nine  hundred  and  seventy-five  million 
dollars.     This  money  was  raised  as  follows: 

External  loans $540,000,000 

Internal  loans    240,000,000 

Increased  taxation   106,300,000 

Reduced  expenditure 48,200,000 

Borrowed  from  several  accounts  31,500,000 

Voluntary  contributions  750,000 

Miscellaneous  receipts 7,705,000 

Total    $974,455,000 

This  showing  of  the  Japanese  people  was  very  en- 
couraging to  the  investor  because  it  showed  that  the 
nation  had  resources  in  addition  to  money  borrowed  from 
other  countries.  In  the  first  place  the  people  of  the 
nation  subscribed  $240,000,000  to  the  war  funds  and 
in  addition  they  successfully  carried  $106,000,000  of 
taxation.  In  other  words  almost  $350,000,000,  or  over 
one  third  of  the  total  expenditure,  was  borne  by  the 
country  itself. 

The  concern  of  the  investor,  after  Japan's  success 
was  assured,  was  largely  centered  upon  the  ability  of 
the  government  to  carry  the  enormous  fixed  charges 
involved  in  such  a  heavy  bonded  debt.  The  income  ac- 
count of  the  Japanese  government  at  about  the  time 
when  the  debt  was  at  its  maximum  in  September,  1905, 
and  before  it  had  been  reduced  through  the  operations 
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of  the  sinking  fund,  showed  that  the  total  revenues 
were  about  $112,090,000  (from  this  must  be  deducted 
the  ordinarj^  expenses  of  the  government,  at  that  time 
$89,608,487,  and  the  fixed  charges  on  the  debt  amount- 
ing to  $23,750,000) .  This  showed  that  the  government 
had  a  deficit  during  that  year  of  $1,268,487.  While 
this  sum  is  large  in  itself  yet  it  is  only  about  1  per  cent 
of  the  total  receipts.  It  was  evident,  therefore,  that 
the  government,  with  a  very  slight  alteration  in  its 
scheme  of  taxation,  would  be  able  to  meet  its  financial 
obhgations,  so  long  as  the  country  remained  in  good 
condition. 

90.  How  changes  in  a  government's  revenue  inflvr 
ence  the  value  of  its  bond, — The  Japanese  situation 
might  be  carried  further  to  illustrate  the  fourth  factor 
in  influencing  the  value  of  government  bonds.  This 
concerns  the  probable  future  revenue  of  the  country. 
The  amount  of  money  which  the  country  can  raise  de- 
pends ultimately  upon  the  financial  and  commercial 
prosperit\^  of  its  people.  So  long  as  its  people  are 
prosperous  and  making  money  they  can  easily  bear  the 
taxation  necessary  to  defray  the  obligations  of  the  gov- 
ernment. When,  however,  the  country  falls  upon  mis- 
fortune it  is  impossible  for  the  government  to  collect 
heavy  taxes.  A  prosperous  people  makes  a  prosperous 
government.  When  a  country,  therefore,  has  an  enor- 
mous bonded  debt  and  is  saddled  with  heavy  fixed 
charges  the  investor  carefully  considers  the  probable 
future  of  the  revenue  of  the  country.  He  finds  the 
answer  to  his  query  in  an  analysis  of  the  commercial 
condition  of  the  nation.  If  it  seems  certain  that  a 
country  wHl  advance  in  material  wealth,  that  its  people 
^ill  be  prosperous  and  contented;  that  its  manufactur- 
ers will  find  a  ready  market;  that  its  commerce  will  be 
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a  certain  electrical  effect  upon  the  people,  stimulating 
all  kinds  of  production.  In  addition  the  war  might 
give  to  Japan  valuable  territory  which  could  be  made 
to  bear  a  portion  of  the  debt.  While  the  war  was  in 
progress  the  bonds  were  little  better  than  a  first  class 
speculation.  As  soon  as  the  war  ended  with  success 
for  Japan,  the  bonds  became  a  first  class  investment. 

The  second  inquiry  which  was  made  concerned  the 
ability  of  the  Japanese  government,  after  the  war  was 
ended,  to  carry  the  enormous  burden  of  debt  which  it 
had  incurred.  The  total  expense  of  the  war,  both  direct 
and  indirect,  was  nine  hundred  and  seventy-five  million 
dollars.     This  money  was  raised  as  follows: 

External  loans $540,000,000 

Internal  loans    240,000,000 

Increased  taxation   106,300,000 

Reduced  expenditure 48,200,000 

Borrowed  from  several  accounts  31,500,000 

Voluntary  contributions  750,000 

Miscellaneous  receipts 7,705,000 

Total    $974,455,000 

This  showing  of  the  Japanese  people  was  very  en- 
couraging to  the  investor  because  it  showed  that  the 
nation  had  resources  in  addition  to  money  borrowed  from 
other  countries.  In  the  first  place  the  people  of  the 
nation  subscribed  $240,000,000  to  the  war  funds  and 
in  addition  they  successfully  carried  $106,000,000  of 
taxation.  In  other  words  almost  $350,000,000,  or  over 
one  third  of  the  total  expenditure,  was  borne  by  the 
country  itself. 

The  concern  of  the  investor,  after  Japan's  success 
was  assured,  was  largely  centered  upon  the  ability  of 
the  government  to  carry  the  enormous  fixed  charges 
involved  in  such  a  heavy  bonded  debt.  The  income  ac- 
count of  the  Japanese  government  at  about  the  time 
when  the  debt  was  at  its  maximum  in  September,  1905, 
and  before  it  had  been  reduced  through  the  operations 
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of  the  sinking  fund,  showed  that  the  total  revenues 
were  about  $112,090,000  (from  this  must  be  deducted 
the  ordinary  expenses  of  the  government,  at  that  time 
$89,608,487,  and  the  fixed  charges  on  the  debt  amount- 
ing to  $23,750,000) .  This  showed  that  the  government 
had  a  deficit  during  that  year  of  $1,268,487.  While 
this  sum  is  large  in  itself  yet  it  is  only  about  1  per  cent 
of  the  total  receipts.  It  was  evident,  therefore,  that 
the  government,  with  a  very  slight  alteration  in  its 
scheme  of  taxation,  would  be  able  to  meet  its  financial 
obligations,  so  long  as  the  country  remained  in  good 
condition. 

90.  How  changes  in  a  government's  revenue  influ- 
ence the  value  of  its  bond, — The  Japanese  situation 
might  be  carried  further  to  illustrate  the  fourth  factor 
in  influencing  the  value  of  government  bonds.  This 
concerns  the  probable  future  revenue  of  the  country. 
The  amount  of  money  which  the  country  can  raise  de- 
pends ultimately  upon  the  financial  and  commercial 
prosperity  of  its  people.  So  long  as  its  people  are 
prosperous  and  making  money  they  can  easily  bear  the 
taxation  necessary  to  defray  the  obligations  of  the  gov- 
ernment. When,  however,  the  country  falls  upon  mis- 
fortune it  is  impossible  for  the  government  to  collect 
heavy  taxes.  A  prosperous  people  makes  a  prosperous 
government.  When  a  country,  therefore,  has  an  enor- 
mous bonded  debt  and  is  saddled  with  heavy  fixed 
charges  the  investor  carefully  considers  the  probable 
future  of  the  revenue  of  the  country.  He  finds  the 
answer  to  his  query  in  an  analysis  of  the  commercial 
condition  of  the  nation.  If  it  seems  certain  that  a 
country  will  advance  in  material  wealth,  that  its  people 
will  be  prosperous  and  contented;  that  its  manufactur- 
ers will  find  a  ready  market;  that  its  commerce  will  be 
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The  beginning  of  hostilities  also  exercises  an  indirect 
effect  upon  the  value  of  government  bonds.  The  lead- 
ing powers  are  all  great  commercial  and  trading  na- 
tions. A  war  between  two  first  class  powers  is  bound 
to  result  in  more  or  less  interruption  of  international 
commerce  and  trade.  This  is  apt  to  reduce  materially 
the  income  of  the  government  and  may  perhaps  force 
it  to  borrow  money  for  the  purpose  of  paying  interest 
on  its  bonded  debt.  This  unfavorable  condition  is,  of 
course,  reflected  in  the  value  of  the  securities. 

The  following  comparison  is  interesting  because  it 
shows  the  rates  at  which  the  leading  powers  can  borrow : 

Rate  Yield 

British  Consols 21/2  2.8% 

United  States  two's 2  1.9% 

French    3  3    % 

German  3  3.4% 

Dutch    21/2  3.2% 

The  first  thing  which  strikes  our  attention  is  the  low 
rate  which  these  bonds  yield,  as  compared  with  other 
forms  of  investment.  This  represents  the  premium 
which  the  investor  pays  for  the  security  which  he  buys. 
In  a  general  way  the  rate  of  yield  corresponds  almost 
directly  to  the  estimation  which  the  investor  puts  upon 
the  bond. 

92.  Bonds  of  second-class  ponicers, — There  is  another 
class  of  governments  not  rated  as  first-class  powers 
and  whose  bonds  are  not  held  in  such  high  estimation 
as  those  which  we  have  been  considering.  In  most 
cases  there  is  little  or  no  doubt  about  the  payment  of 
interest  and  the  security  of  the  principal.  These  bonds 
however,  are  not  as  eagerly  sought  after  and  the  weaker 
demand  shows  in  the  price  and  interest  rate.  A  good 
illustration  is  furnished  by  countries  such  as  Chili, 
Egypt  or  Hungary.     These  states  are  not  regarded! 
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as  able  to  protect  themselves  under  all  conditions  and 
their  economic  condition  is  not  well  known  to  investors. 
Their  bonds  naturally  suffer  in  reputation.  Very  few 
of  these  countries  are  able  to  carry  on  the  work  of  their 
government  without  calling  upon  the  foreign  money 
market  for  funds.  Such  states,  even  by  appealing  to 
the  patriotism  of  their  citizens  are  not  able  to  secure 
the  necessary  money.  As  a  consequence  these  countries 
are  forced  to  make  concessions,  usually  in  the  form  of 
a  higher  interest  rate.  Bonds  of  Chili,  bearing  4%  per 
cent  yield  about  4.4  per  cent.  The  bonds  of  Egypt 
bearing  4  per  cent  yield  3.9  per  cent;  the  bonds  of 
Hungary  bearing  4  per  cent  interest  yield  4.2  per 
cent,  while  the  bonds  of  Italy  carrying  6  per  cent,  yield 
5  per  cent  to  their  owners.  Everyone  realizes  that  the 
bonds  of  these  countries  are  not  as  good  as  the  bonds 
of  first  rate  powers  such  as  England,  Germany  or 
France.  Judged  from  the  ordinary  standards,  how- 
ever, the  security  of  these  bonds  is  ample. 

93.  Government  bonds  which  are  speculations, — 
There  is  a  third  class  of  government  bonds  issued  by 
countries  whose  willingness  to  pay  their  debts  may  be 
legally  called  in  question  because  of  the  instability  of 
their  governments.  The  best  illustrations  of  this  class 
of  bonds  are  furnished  by  the  securities  put  out  by 
the  Central  and  South  American  countries.  Quota- 
tions on  the  securities  of  these  powers  can  only  be  se- 
cured at  irregular  intervals.  According  to  the  latest 
reports  they  stand  as  follows: 

Nominal  Interest  Price 

Columbia   2l^  141/2  —  24 

Costa^  Rica   5  I71/2  —  25 

Guatemala     4  15      —  2414 

Honduras    10  4%  —    5% 

Nicaragua   4  57      —  59 

Paraguay 3  30      —  34 

Uruguay    3l^  52      —  58 

Venezuela    5  73      —  79 
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The  history  of  the  debts  of  these  countries  is  substan- 
tially similar.  Bonds  are  put  out  at  absurdly  low  fig- 
ures and  being  sold  to  second  rate  banking  houses,  are 
bought  largely  by  the  class  of  people  who  buy  specula- 
tive industrial  and  mining  stocks  in  this  country.  The 
issuing  nation  continues  to  pay  interest  on  the  bonds 
for  a  couple  of  years  until  the  issue  is  all  marketed  and 
then  repudiates  them.  There  is  not  at  the  present  time 
a  very  large  amount  of  these  bonds  outstanding.  Ven- 
ezuela for  instance,  has  only  twenty  million  dollars  and 
the  amounts  issued  by  the  other  leading  countries  are 
comparatively  insignificant. 

94.  Blighting  effect  of  the  lack  of  national  honor. — 
The  element  which  gives  to  these  bonds  such  a  low 
standing,  causing  them  to  be  sold  at  prices  almost  nom- 
inal, is  the  lack  of  national  honor  in  these  countries. 
They  have  no  compunction  about  repudiating  their  obli- 
gation to  pay  their  debts,  shielding  themselves  behind 
various  pretexts  which  are  wholly  unsound.  The  sig- 
nificance of  this  important  factor  in  giving  value  to 
government  bonds  can  be  best  understood  by  following 
the  experience  of  the  British  holders  of  the  bonds  of 
Honduras.  Honduras  in  1873  sold  bonds  with  a  par 
value  of  £5,398,570.  For  many  years  the  nation  had 
failed  to  pay  the  interest  upon  the  debt  prior  to  the 
opening  of  negotiations  for  settlement.  At  the  time 
these  were  begun — in  December,  1903 — the  total  amount 
due  for  both  principal  and  accrued  interest  was  not 
far  from  $100,000,000.  Investors  had  given  up  hope 
of  ever  getting  justice  and  the  price  of  the  bonds  had 
fallen  to  6  on  the  London  Stock  Exchange.  The  Min- 
ister of  Honduras,  in  response  to  pressure  for  settle- 
ment, offered  on  behalf  of  his  government  to  recognize 
the  obligation  to  repay  to  the  holders  of  these  bonds  the 
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sum  of  £323,000  which  he  described  as  being  the  "true 
debt"  of  the  country,  to  pay  4  per  cent  interest  on  the 
bonds  from  that  time  on,  and  to  maintain  a  2  per  cent 
sinking  fund  until  the  bonds  were  extinguished.  The 
London  Economist,  a  leading  British  financial  paper, 
in  commenting  upon  the  offer,  said: 

Owing  to  the  absentmindedness  of  the  Honduras  Government 
in  regard  to  its  obligations  to  its  creditors,  a  genial  failing 
quite  common  in  South  America,  its  bonds  have  fallen  to  six  on 
the  London  Stock  Exchange.  Therefore,  in  effect,  argued  the 
patriotic  Dr.  Ugarte,  if  we  recognize  our  indebtedness  on  the 
basis  of  the  low  market  price  of  our  bonds,  brought  about  by 
our  own  default,  we  shall  be  nobly  living  up  to  the  onerous 
responsibilities  that  devolve  on  all  highly  civilized  states. 
Moreover,  he  affirmed,  in  sonorous,  if  not  convincing  language, 
that  the  proceeds  of  the  loans  issued  in  London  in  1867  and 
1870,  and  in  Paris  in  1869,  with  the  object  of  constructing  an 
inter-oceanic  railway  across  Honduras  "  was  diverted  from  its 
true  purpose,"  the  value  she  received  being  only  equivalent  to 
£312,000.  Thus  there  were  two  principles  laid  down  here 
which  are  not  recognized  in  the  effete  Old  World.  First,  that  a 
country  which  has  reduced  the  market  value  of  its  debt  almost 
to  zero  by  its  default,  may  honorably  settle  with  its  creditors  on 
the  basis  of  that  market  value ;  and,  secondly,  if  a  borrower  fail 
through  his  own  fault,  or  that  of  his  agent  to  receive  the  sum 
lent,  it  is  the  lender  alone  who  must  bear  the  loss.  These  prin- 
ciples may  flourish  in  the  pure,  free  air  of  liberty  loving  Hon- 
duras, but  they  are  stifled  in  the  musty  atmosphere  of  law-ridden 
England. 

95.  Repudiation  becoming  less  frequent — The  im- 
punity with  which  nations  having  a  low  standard  of 
honor  repudiate  their  debts  is  constantly  diminishing. 
This  is  due  to  the  development  of  a  new  rule  with  refer- 
ence to  the  obligations  of  the  States  towards  their  cred- 
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itors.  Almost  all  of  the  treatises  on  international  law 
lay  down  the  doctrine  that  intervention  is  justifiable 
only  in  the  case  of  absolute  emergency,  and  that  it  is 
the  duty  of  all  nations  to  protect  the  integrity  and  sov- 
ereignty of  each  other  at  all  times.  This  theory,  how- 
ever, is  rapidly  breaking  down.  A  recent  illustration 
is  furnished  by  the  experience  of  Venezuela.  This 
country  had  threatened  to  repudiate  its  obligations  but 
instead  of  being  permitted  to  carry  out  this  dishonest 
plan  the  Powers  served  notice  that  such  a  course  would 
not  be  tolerated.  This  notice  was  disregarded,  where- 
upon pressure  was  brought  to  bear  upon  the  South 
American  republic  to  force  a  promise  to  settle.  In 
consequence  an  agreement  was  secured  by  which  the 
customs  receipts  were  to  be  turned  over,  under  stipu- 
lated conditions,  for  the  repayment  of  the  debt  and  the 
payment  of  interest.  This  method  of  turning  over  a 
portion  of  the  revenue  of  the  debtor  state  to  pay  the 
interest  and  principal  of  bonded  indebtedness  had  been 
used  on  several  previous  occasions.  The  debt  of  Turkey 
for  example,  has  been  placed  under  the  control  of  a 
Council  of  Administration,  appointed  by  various  syndi- 
cates representing  the  bond-holders,  which  sees  that  suffi- 
cient income  is  derived  to  meet  the  financial  obligations 
of  the  nation. 

96.  Intervention  to  force  payment. — The  great  dif- 
ficulty in  the  general  extension  of  the  right  of  inter- 
vention for  the  collection  of  debt  is  due  to  the  fact  that 
the  world  is  divided  into  certain  spheres  of  influence. 
The  ordinary  method  of  collecting  a  debt  is  to  seize  land. 
This,  however,  brings  the  creditor  nation  into  conflict 
with  that  power  which  regards  the  off^ending  country 
as  under  its  guidance  and  protection.  In  the  case  of 
Turkey,  for  example,  intervention  is  not  permitted  un- 
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less  all  of  the  powers  act  together,  while  the  at- 
tempts of  European  countries  to  collect  from  South 
American  republics  bring  them  into  conflict  with  the 
Monroe  doctrine.  The  substance  of  the  Monroe  doc- 
trine is  that  the  United  States  will  not  view  with  equa- 
nimity any  further  extension  of  European  power  on 
this  continent.  The  United  States,  however,  during  the 
Roosevelt  administration  recognized  the  justice  of  the 
European  contention  that  this  country  could  not  assume 
to  keep  every  nation  out  of  South  America  without  at 
the  same  time  assuming  certain  responsibility  for  the 
proper  and  decent  conduct  of  affairs  on  that  continent. 
If  we  are  to  insist  upon  the  Monroe  doctrine  it  is  neces- 
sary for  us  to  exercise  certain  police  power  over  the 
republics  which  threaten  repudiation  of  their  obliga- 
tions. This  arrangement,  however,  is  not  definitely  es- 
tablished. It  is  predicted,  that  it  will  not  be  very  long 
before  the  United  States  will  take  an  active  part  in 
forcing  modern  standards  of  commercial  honesty  upon 
the  offending  countries  and  the  finances  of  several  of 
the  Central  American  states  have  recently  been  placed 
on  a  more  stable  basis  by  leading  New  York  bankers. 

97.  Guardianship  of  Cuba, — One  of  the  most  in- 
teresting developments  along  this  line  has  been  the  atti- 
tude which  the  United  States  has  assumed  toward  Cuba. 
As  a  result  of  the  war  with  Spain  we  secured  posses- 
sion of  Cuba.  Later  we  agreed  to  give  the  island  her 
independence  upon  certain  conditions  which  were  in- 
tended to  keep  it  from  falling  into  financial  difficulty. 
These  conditions  were  incorporated  in  the  famous 
"Piatt  Amendment"  which  was  tacked  on  as  an  amend- 
ment to  the  Army  Appropriation  Bill  of  1901.  The 
portion  of  the  amendment  concerning  the  creation  of 
indebtedness,  is  as  follows: 
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"That  said  government  shall  not  assume  or  contract 
any  public  debt,  to  pay  the  interest  upon  which,  and  to 
make  reasonable  sinking  fund  provision  for  the  ultimate 
discharge  of  which,  the  ordinary  revenues  of  the  island, 
after  defraying  the  current  expenses  of  government 
shall  be  inadequate." 

The  agreement  was  later  embodied  in  a  treaty  be- 
tween the  United  States  and  Cuba.  The  amendment 
and  treaty  both  prohibit  the  assumption  of  a  debt  which 
shall  be  so  heavy  as  to  become  unmanageable.  No  pro- 
vision was  inserted  by  which  the  United  States  was 
given  a  veto  over  any  proposed  issue,  nor  was  the  course 
of  this  government  outlined  in  case  the  obligation  was 
not  faithfully  observed.  It  is  generally  believed,  how- 
ever, that  any  deviation  upon  the  part  of  Cuba  would 
cause  a  prompt  protest  from  our  government  which, 
if  not  heeded,  would  lead  to  military  intervention.  The 
control  which  the  United  States  exercises  over  Caba 
has  had  a  most  beneficial  effect  upon  the  credit  of  the 
Island  Republic.  At  the  time  when  Cuba  floated  the 
thirty-five  million  loan,  Speyer  and  Company,  a  con- 
servative banking  firm  in  New  York,  bought  the  entire 
issue. 

It  is  very  possible  that  the  relations  which  the  United 
States  assumed  towards  Cuba  will  be  gradually  and 
slowly  extended  to  the  other  countries  over  which  we 
exercise  a  protective  influence.  This  movement  will  be 
accelerated  as  soon  as  American  capital  begins  to  go 
into  these  countries. 


CHAPTER  XIII 

UNITED  STATES  BONDS 

98.  Issues  prior  to  National  Banking  System, — The 
financial  history  of  the  United  States  has  been  an  inter- 
esting one  and  we  have  had  ahnost  every  experience  to 
which  a  nation  might  be  subject.  During  the  Revolu- 
tion the  difficulties  were  of  course  the  greatest  ever 
experienced;  the  Colonies  were  loosely  bound  together 
and  the  money  that  the  Colonial  Congress  had  issued 
had  depreciated  until  it  was  almost  worthless.  One 
Spanish  dollar  would  bring  about  a  thousand  paper 
dollars,  and  it  was  only  with  extraordinary  difficulty 
that  loans  were  negotiated.  We  borrowed  money  in 
France  and  were  able  to  do  so  on  account  of  the  friend- 
ship of  the  French  and  the  French  government  but  not 
because  they  thought  the  loans  were  good.  Some  money 
was  borrowed  in  Holland,  one  loan  being  guaranteed 
by  the  French  government.  The  entire  foreign  in- 
debtedness in  1790  amounted  to  only  $10,000,000.  We 
had  also  put  out  some  domestic  loans,  and  this  together 
with  the  money  due  for  supplies  purchased  from  abroad 
made  the  total  indebtedness  about  $53,000,000. 

At  the  inauguration  of  Washington,  Alexander  Ham- 
ilton was  made  Secretary  of  the  Treasury  and  he  found 
it  empty.  He  negotiated  a  small  loan  for  actual  run- 
ning expenses,  payment  of  salaries,  etc.,  amounting  to 
a  couple  of  thousand  dollars,  with  one  of  the  few  banks 
then  existing.  Of  course,  we  had  no  particular  credit 
abroad,  but  Hamilton  managed  to  borrow  money  in 
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Holland  which  he  afterwards  repaid  with  money  he 
borrowed  in  France,  and  then  he  borrowed  money  again 
in  Holland  to  pay  the  French  loans.  In  1798  a  loan 
was  negotiated  bearing  8%  interest  which  is  the  highest 
rate  ever  paid  on  a  United  States  bond. 

There  were  also  certain  state  debts  and  a  good  deal 
of  state  scrip  in  circulation.  There  was  a  good  deal 
of  discussion  and  considerable  feeling  aroused  at  the 
time  the  founders  of  the  government  were  trying  to 
decide  upon  a  site  for  the  national  capital;  and  when 
they  were  fighting  over  this  question,  the  northerners 
insisting  that  the  capital  be  located  in  one  of  the  north- 
ern states  and  the  southerners  insisting  that  the  capital 
be  located  in  the  south,  the  question  arose  as  to  whether 
or  not  the  state  scrip  should  be  guaranteed  by  the  new 
government.  Jefferson  did  not  think  this  should  be 
done,  but  Hamilton  represented  northern  states  who 
had  issued  most  of  this  script.  Finally  a  compromise 
was  effected.  Hamilton  said  we  will  allow  the  capital 
to  be  placed  in  the  south,  providing  you  in  the  south 
will  agree  to  guarantee  our  scrip.  This  resulted  in  the 
District  of  Columbia  being  accepted  as  the  site  for  the 
national  capital. 

In  1800  our  credit  improved,  the  debt  was  funded 
and  all  who  had  invested  in  bonds  of  the  Colonial  Con- 
gress were  paid  or  their  loans  recognized  as  entirely 
safe.  Difficulties  began  again  with  the  war  of  1812. 
The  government  put  out  a  moderate  amount  of  bonds, 
but  as  the  war  continued  it  became  increasingly  difficult 
to  float  United  States  bonds;  finally  $5,000,000  of  5's 
were  offered  for  public  subscription  at  80  and  of  these 
only  $20,000  were  subscribed  for  by  the  public.  It  is 
stated  that  Stephen  Girard  took  the  balance  and  made 
a  fortune  from  them  later. 
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Our  debt  was  practically  paid  for  by  1835  through 
the  operation  of  the  sinking  fund,  and  we  were  for- 
tunate in  that  respect  for  none  of  the  other  powers  have 
ever  come  near  being  in  the  position  of  not  having  any 
debt.  Even  in  1857,  just  prior  to  the  Civil  War,  our 
debt  was  only  $10,000,000.  With  the  progress  of  the 
Civil  War  credit  was  again  in  a  precarious  condition, 
and  the  government  kept  issuing  bonds  as  fast  as  it 
could;  as  the  supply  increased,  the  rate  also  increased. 
The  highest  point  reached  was  $2,675,000,000,  about 
$77  per  capita;  of  this  amount  $400,000,000  was  not 
interest  bearing.  The  debt  has  been  declining  for  the 
most  part  since  August,  1865,  although  the  construction 
of  the  Panama  Canal  and  other  public  works  bids  fair 
to  bring  about  another  increase. 

99.  National  Banking  System. — ^As  a  result  of  the 
Civil  War  the  National  Banking  System  was  created. 
It  was  enacted  primarily  to  create  a  market  for  gov- 
ernment bonds.  The  act  provides  in  brief  that  banks 
may  incorporate  as  national  banks  by  purchasing  bonds 
of  the  United  States  to  the  extent  of  not  less  than  25% 
of  their  capital  and  issue  circulating  notes  against  these 
bonds.  The  bonds  are  held  in  trust  for  the  banks  by 
the  government  but  the  interest  goes  to  the  banks  so 
there  is  generally  a  profit  in  taking  out  circulation  be- 
cause the  banks  receive  both  the  interest  on  the  bonds 
and  the  loaning  rate  on  the  money  issued  against  them. 
National  banks  also  receive  deposits  of  public  monies 
for  which  they  must  present  as  collateral  security  gov- 
ernment or  other  bonds.  The  high  prices  for  United 
States  bonds  are  due  to  the  artificial  value  given  them 
as  basis  for  bank  note  circulation.  At  the  present  time 
a  large  proportion  of  all  the  bonds  of  the  United  States 
government  are  held  by  the  Treasurer  of  the  United 
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States  in  trust  for  national  banks.  To  find  on  any  given 
day  exactly  how  many  of  the  government  bonds  are  up 
as  security  for  bank  note  circulation  or  for  deposits  of 
public  moneys  the  statement  of  the  United  States  Treas- 
ury should  be  consulted.  The  table  on  page  156  shows 
the  close  of  business  November  5,  1909. 

100.  Classification  of  United  States  bonds, — In  ad- 
dition to  $2,686,895  of  bonds  which  bear  no  interest 
the  table  on  page  158  is  an  exact  statement  of  the  bonds 
of  the  United  States  on  January  31,  1911. 

The  consols  of  1930,  which  constitute  by  far  the 
largest  issue  of  United  States  bonds,  were  put  out  to 
refund  higher  interest  bearing  securities  sold  during 
and  after  the  Civil  War.  National  banks  were  induced 
to  buy  the  2's  not  only  because  of  their  circulation  priv- 
ileges but  because  they  were  given  a  cash  bonus  to  make 
the  exchange. 

The  4's  are  known  as  Cleveland  bonds,  because  they 
were  issued  during  Cleveland's  administration.  Most 
of  the  issue  was  taken  by  the  famous  Morgan-Belmont 
syndicate,  creating  a  great  deal  of  unfavorable 
criticism  at  the  time.  This  syndicate,  in  consideration 
of  the  sale  to  them  of  the  bonds  (at  a  rather  low 
price,  about  104)  agreed  to  find  all  the  gold  necessary 
to  pay  for  the  bonds,  i.  e.,  payment  was  to  be  made  to 
the  government  entirely  in  gold.  The  syndicate  fur- 
ther agreed  that  they  would  get  this  gold  in  Europe, 
and  also  that  they  would  use  their  best  endeavors  to 
prevent  an  exportation  of  gold,  till  the  reserve  in  the 
Treasury  was  again  brought  to  a  satisfactory  figure, 
about  $100,000,000.  The  gold  reserve  at  that  time 
was  badly  depleted  owing  to  the  panic  the  country  had 
just  gone  through.  In  spite  of  the  fact  that  most  of 
the  financial  writers  doubted  the  ability  of  the  syndi- 


STATEMENT   OF  THE  PUBQC   DEBT 

AND  OF  THE 

CASH   IN  THE  TREASURY  OF  THE  UNITED  STATES 
FOR  THE   MONTH   OF  JANUARY,  1911. 


Intonwt-be&iins  Debt. 


Jiine28.t902.«iid  Dec-21, 1906 


After  April  1,  19: 
After  August  I,  1 
Alter  Febni»ry  I 

AfterAngntl 


98, 713, 400. 00 


M,  631, 980. 00 


1,437,900.00 
l,84<i,320.00 
1,776,500.00 

26,760.00 


^646,850, 

63,945,400.00 
118,489,900.00 


913,317,490.00 


Debt  on  whirh  Interest  ba«  Ceaaetl  since  Maturity. 


',rrt^. 


Aggregate  of  Debt  on  wliicb  u 


February  26,  1862;  Jol;  11,  I 


I  July  17,  1862;  Mwcb  3,  1863;  Jnoe  30,  1864;  leM  $8,375,934  e 


387,089,662.43 


of  Coin  aoil  SllTer  ] 


,  1863;  July  12,  1882;  Mucb  14,  1900.. 


Febmaiy  28,  1878; 


.ot'isOOlM;!  Jnly  14,  1890;  MiJch  14, 


I  3, 1887;  Uarcb  14, 1 


$937,757,669.00 


BECAPrrtrCATlON. 


Cat  31,  1910k 


$913,317,490  00 


I,  302,  .395, 247  69 
1,421,186,669.00 


1,303,231,937.69 
1,411,898, 669. 00 


The  foregoing  is  a  correct  statement  of  the  Palilip  Pebt,  ud  of  tfee  ca»h  in  the  Treasury'  ( 


1  close  of  business  January  31,  1911.  / 
.IPItANKI'IK  UacVEAOH, 
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cate  to  prevent  an  exportation  of  gold,  it  was  success- 
ful in  doing  so  for  a  considerable  period,  in  fact,  until 
the  worst  phases  of  the  panic  were  over.  This  was 
done  by  binding  together  every  dealer  in  international 
exchanges,  the  dealers  in  consideration  of  entering  into 
the  agreement  with  the  syndicate  being  given  part  of 
the  bonds  at  a  low  figure.  The  syndicate  finally  fell 
through  because  a  firm  of  coffee  exporters,  which  had 
not  been  taken  into  consideration,  began  to  deal  in  ex- 
change and  shipped  out  gold,  but  by  that  time  the  syn- 
dicate had  served  its  purpose  and  saved  a  situation  which 
looked  very  much  like  the  bankruptcy  of  the  Treasury. 
Although  gold  went  out  after  that,  the  government  was 
able  to  put  out  another  loan  by  popular  subscription 
and  in  this  way  get  enough  gold  to  maintain  its  reserve. 
The  Spanish  War  3's  of  1898  were  sold  by  popular 
subscription  and  although  the  loan  was  for  $200,000,000, 
the  subscriptions  amounted  to  the  tremendous  sum  of 
$1,000,000,000.  These  bonds  were  issued  in  small  de- 
nominations in  order  to  make  them  popular.  Bankers 
in  Wall  Street  had  all  their  clerks  and  friends  sub- 
scribe in  small  amounts  so  as  to  get  as  many  bonds  to- 
gether as  possible,  for  it  became  the  rule  that  the  man 
who  subscribed  for  $25,000  worth  got  nothing,  whereas 
the  one  who  subscribed  for  $100  did. 

The  Panama  Canal  2%  bonds,  due  in  1960,  are  very 
much  like  the  2%  bonds  due  in  1930 — ^both  issues  are 
acceptable  as  a  basis  for  circulation,  but  the  Panama 
bonds  are  subject  to  a  taxation  of  only  %%  when  so 
used,  whereas  the  other  issues  are  taxed  1%. 

101.  United  States  bonds  as  an  investment, — The 
idividual  investor  cannot  afford  to  purchase  a  bond 
'^hich  bears  interest  of  only  2%  and  even  the  savings 
)anks  cannot  place  more  than  a  fraction  of  their  de- 


160  INVESTMENT  AND  SPECULATION 

posits  in  such  a  low  interest  bearing  security.  On  June 
30,  1909,  individuals  held  only  $98,674,996  United 
States  bonds  and  these  were  nearly  all  of  the  3  and 
4%  issues.  On  the  same  date  insurance  companies, 
trustees,  associations,  lodges,  etc.,  held  about  $30,000,- 
000  and  the  rest  of  the  $913,000,000  with  the  exception 
of  $33,745,000  owned  by  national  banks  as  investments, 
were  held  in  trust  for  the  banks  as  security  for  de- 
posits of  public  monies  or  bank  note  circulation.  It  is 
plain,  therefore,  that  the  chief  market  for  United  States 
bonds  is  with  the  national  banks.  Because  of  possible 
changes  which  may  be  made  in  the  currency  system  of 
the  country  it  is  not  unlikely  the  government  will  in 
the  future  be  obliged  to  pay  more  than  2%  on  its  debt 
in  order  to  secure  once  again  the  support  of  individual 
investors.  In  fact  a  new  issue  of  Panama  Canal  bonds 
was  authorized  in  1908  upon  which  the  Secretary  of 
the  Treasury  was  authorized  to  pay  as  high  as  3%. 

102.  Profit  in  hank  note  circulation. — Until  radical 
changes  are  made  in  the  bank  note  system  of  the  coun- 
try the  chief  market  for  United  States  bonds  will  con- 
tinue to  be  with  the  national  banks.  It  is  necessary, 
therefore,  in  order  to  properly  judge  the  government 
bond  market  at  any  given  moment  to  understand  the 
conditions  which  make  it  profitable  for  national  banks 
to  issue  notes,  i.  e.,  take  out  circulation.  It  should  be 
remembered  that  when  a  bank  purchases  United  States 
bonds  as  a  basis  for  circulation  it  receives  the  interest 
on  the  bonds  although  the  bonds  are  actually  held  by 
the  Treasury.  As  a  rule  the  expenses,  which  include 
a  tax  on  the  notes,  the  cost  of  engraving  and  provision 
for  extinguishing  the  premium  if  purchased  above  par, 
are  not  quite  equal  to  the  amount  of  interest  and  there- 
fore a  bank  can  usually  make  a  small  profit  by  pur- 
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chasing  bonds  and  issuing  notes  against  them.  There 
are  reasons,  which  a  study  of  the  volume  on  Money 
AND  Banking  will  make  familiar,  why  a  bank  cannot 
invest  all  of  its  resources  in  bank  notes.  The  profits 
on  $100,000  invested  in  bonds  at  the  prices  prevailing 
in  October,  1909,  and  with  the  rates  for  money  then 
prevailing,  are  given  in  the  following  table: 

VALUE   OF   circulation    BASED    ON 

?100,000  U.  S.  Regist'd  2s  1930  @  100%%  Int. 


MONEY  AT  5%. 

$100,000  2%  bonds  would  yield $2000  p.  a. 

100,000  Circulation  loaned  @  5%  =  5000  p.  a. 

$7000. 
Less  tax  on  Circulation,  14%  500. 


I 


Sinking   Fund  to  retire"! 
premium  on  bonds,  to  be  I  at 
set  aside  each  year  and  j 
improved  @  5%.  J 

"Expenses    100. 


Net  Income  wrrn  Circulation, $6375  p.  a. 

Net  Income  without  Cibcuiation, 

By  loaning  net  cost  of  bonds,  $100875  @  5%  5044  p.  a. 

Ikcseased  Income,  $1331  p.  a. 
VII— 11 


CHAPTER  XIV, 

STATE  BONDS 

103.  Legal  position  of  state  bonds, — State  bonds  not 
only  constitute  an  important  class  of  investments  but 
there  is  no  more  picturesque  chapter  in  financial  his- 
tory than  the  story  of  the  experience  of  state  bond- 
holders. Under  our  system  of  government  the  federal 
government  possesses  only  those  powers  which  are  not 
reserved  by  the  states.  During  the  early  days  people 
were  particularly  jealous  of  the  rights  of  the  states  and 
distrustful  of  the  federal  organization.  To  prevent 
any  possible  encroachment  upon  the  rights  of  the  states 
an  amendment  to  the  Constitution  was  early  passed 
which  provides  that  "The  judicial  power  of  the  United 
States  shall  not  be  construed  to  extend  to  any  suit  in 
law  or  equity,  commenced  or  prosecuted  against  one  of 
the  United  States  by  citizens  of  the  same  state,  or  by 
citizens  of  another  state,  or  by  citizens  or  subjects  of 
any  foreign  state."  This  went  into  effect  on  January 
8th,  1798.  Since  that  time,  therefore,  all  of  our  states 
have  been  above  the  law  so  far  as  the  ability  of  the 
private  citizen  to  bring  suit  against  them  is  concerned. 
At  the  present  time  if  a  man  secures  a  contract  from 
the  state  and  fails  to  receive  in  return  for  his  labor 
or  material  the  amount  of  money  which  he  believes  is 
due  him,  he  cannot  bring  suit  against  the  state  without 
first  of  all  having  the  legislature  pass  a  special  act  giving 
the  consent  of  the  state  to  be  sued.  To  avoid  this  delay 
a  number  of  states  have  passed  general  acts  giving  the 
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consent  of  the  state  to  be  sued  under  certain  specified 
conditions. 

104.  States  cannot  he  forced  to  pay  their  bonds. — 
The  import  of  this  peculiar  legal  position  of  the  states, 
for  the  purpose  of  our  discussion,  is  that  holders  of 
state  bonds  are  unable  to  collect  the  debt  which  is  due 
them  or  the  interest  thereon,  in  case  the  state  chooses 
to  ignore  their  claim.  We  have  seen  that  there  is  no 
law  by  which  the  bondliolders  of  one  of  the  leading 
governments  of  the  world  can  successfully  assert  his 
rights  against  an  unwilling  nation.  In  the  same  way 
there  is  no  means  by  which  he  can  press  his  claim  against 
a  state.  He  must  rely  upon  the  good  faith  of  the  state 
for  the  security  of  his  investment. 

105.  Early  history  of  state  debts, — The  early  history 
of  state  debts  of  our  conmionwealth  begins  even  before 
the  adoption  of  the  constitution.  There  is  little,  how- 
ever, of  interest  until  about  1837.  This  year  marks  the 
culmination  of  the  first  craze  for  the  construction  of 
canals  and  railroads  in  this  country.  It  is  usually  re- 
ferred to  in  history  as  the  "era  of  internal  improve- 
ments." In  the  ten  years  succeeding  1825  there  were  a 
large  number  of  enterprises  incorporated  to  build  canals, 
railroads  and  ordinary  highways  connecting  the  various 
populous  centres  of  the  country  and  the  Atlantic  sea- 
board with  the  recently  developed  Ohio  valley.  These 
companies  presented  strongly  to  the  people  the  immense 
advantages  which  would  follow  the  creation  of  directer 
and  cheaper  methods  of  transportation.  Every  one  be- 
lieved that  the  country  would  be  much  better  off  were 
these  plans  of  internal  improvements  carried  into  effect. 
It  was  very  difficult,  however,  to  secure  private  capital 
for  these  projects  without  some  form  of  guaranty,  both 
of  the  security  of  the  money  and  the  regularity  of  inter- 
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est  payments.  The  promoters  of  these  projects,  there- 
fore, turned  to  the  various  state  governments  for  aid. 

Ahnost  every  state  lent  its  credit  to  one  or  more  of 
these  enterprises.  In  most  cases  the  state  became  part- 
ners in  the  ventures  by  taking  stock  of  the  companies 
and  giving  in  exchange  its  bonds,  which  were  after- 
wards sold  by  the  promoters  in  the  American  or  for- 
eign money  centres.  The  states,  therefore,  borrowed 
the  money  necessary  for  carrying  out  the  internal  im- 
provement projects  and  turned  it  over  to  private  com- 
panies to  pay  for  the  construction  of  the  work.  A  very 
large  part  of  this  money  was  either  stolen  outright  or 
frittered  away.  Some  of  it  found  its  way  into  the 
hands  of  contractors  who  built  a  portion  of  the  con- 
templated improvements.  But  even  where  the  lines 
were  constructed  the  small  amount  of  business  which 
was  at  first  available  made  them  unprofitable.  As  a 
consequence  the  states  began  to  find  that  the  income 
which  they  had  anticipated  from  the  stocks  which  they 
owned  did  not  materialize,  and  that  consequently  there 
were  no  funds  to  pay  the  interest  upon  the  state  debts. 

106.  Movement  for  assumption  by  national  govern- 
ment— The  experience  of  Maryland  was  typical  of  most 
of  the  states.  This  state  had  granted  its  credit  to  a  num- 
ber of  enterprises,  the  largest  of  which  were  the  Balti- 
more &  Ohio  Railroad,  the  Chesapeake  &  Ohio  Canal 
Company  and  the  Susquehanna  Railroad  Company. 
The  Baltimore  &  Ohio  was  the  only  beneficiary  which 
faithfully  carried  out  its  obhgation.  The  Chesapeake 
&  Ohio  Canal  Company,  which  should  have  paid  $120,- 
000  a  year,  turned  in  but  $95,000  in  1839;  the  Susque- 
hanna Railroad,  from  which  $75,082.50  was  due  in  1839, 
had  paid  the  $82.50,  but  not  the  $75,000.  Many  of  the 
states  wes"^  not  so  fortunate.     Indiana,  for  example,  in 
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the  same  year,  had  invested  $7,000,000  in  the  Morris 
Canal  and  Banking  Company  and  had  nothing  to  show 
for  the  money  except  twenty  miles  of  the  Madison  rail- 
road, thirty  miles  of  the  Clear  Water  Canal  and  many 
miles  of  unfinished  excavations  and  embankments, 
locks,  aqueducts  and  bridges  scattered  over  a  wilder- 
ness. There  is  scarcely  a  state  which  was  not  hard 
pressed  financially  because  of  these  investments.  A 
national  agitation  was  started  to  induce  the  federal  gov- 
ernment to  assume  the  state  debts.  This,  however,  came 
to  nothing.  Most  of  the  states,  in  the  long  run,  faith- 
fully observed  their  obligations,  assuming  their  losses 
and  paying  off  the  bonds  after  a  period  of  time.  A 
few  states  repudiated  all  or  a  portion  of  their  debts 
where  it  was  conclusively  shown  that  fraud  had  been 
practiced  in  the  original  issue  of  the  bonds. 

107.  Civil  War  and  its  consequences, — Generally 
speaking,  however,  the  experience  was  very  satisfac- 
tory to  the  investor.  The  states  had  recognized  their 
obligations  even  under  the  most  adverse  circumstances 
and  had  faithfully  kept  their  promises  to  pay  both  in- 
terest and  principal.  After  these  debts  were  extin- 
guished most  of  the  states  pursued  a  very  conservative 
policy  in  reference  to  borrowing  money.  As  a  conse- 
quence when  the  Civil  War  broke  out  few  of  the  com- 
monwealths were  heavily  mortgaged.  This  struggle 
resulted  in  an  enormous  increase  in  state  indebtedness. 
The  northern  states  sold  bonds  liberally  to  raise  a  por- 
tion of  the  money  necessary  to  carry  on  the  war.  The 
southern  states  mortgaged  themselves  heavily  for  the 
same  purpose.  When  the  war  came  to  an  end  in  1865 
the  victorious  north  made  it  one  of  the  conditions  of  the 
surrender  that  the  southern  states  should  repudiate 
whatever  portion  of  their  debts  had  been  contracted  for 
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the  purpose  of  aiding  the  rebellion.  This  was  faithfully 
done.  As  a  consequence  a  very  large  portion  of  the 
bonds  issued  during  the  Civil  War  became  worthless. 

108.  Financial  excesses  of  reconstruction, — The  pe- 
riod of  reconstruction  which  followed  the  civil  war 
brought  about  the  creation  of  another  series  of  bonds 
issued  by  the  southern  states.  This  was  the  time  of 
the  so-called  "Carpet  Bag"  government.  The  policy 
pursued  by  the  northern  states  towards  the  south  was 
exceedingly  unwise  and  short-sighted.  Instead  of  turn- 
ing over  the  administration  of  the  states  to  the  conserva- 
tive elements  of  the  south,  the  northern  states,  which 
then  absolutely  controlled  the  federal  government,  tried 
first  of  all,  military  rule  and  later  when  tranquillity  was 
established,  imposed  such  restrictions  upon  the  southern 
states  as  practically  to  disfranchise  the  intelligent  and 
responsible  interests  in  the  southern  communities.  A 
great  number  of  unscrupulous,  irresponsible  politicians 
from  the  north  settled  in  the  southern  states  and  by  mis- 
representation and  fraud  captured  their  governments. 
They  plunged  these  states  into  the  wildest  excesses,  the 
most  lasting  of  which  have  perhaps  been  the  financial 
obligations  which  were  so  unwisely  created.  This  period 
was  marked  by  the  recurrence  of  the  mania  for  internal 
improvements  at  state  expense.  Railroads  were  con- 
ducted which  had  no  real  economic  basis,  but  which  had 
been  built  with  money  borrowed  on  the  credit  of  the 
states.  Enormous  issues  of  state  bonds  were  put  out 
and  often  sold  for  a  small  fraction  of  their  face  value. 
In  some  cases  the  records  were  so  poorly  kept  that  no  one 
was  able  to  tell  the  extent  of  the  state's  obligations. 
Actual  fraud  and  theft  were  very  general.  These  pro- 
jects when  carried  out,  proved  in  almost  every  case  to 
be  utterly  worthless. 
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109.  Wholesale  repudiation  of  state  bonds, — When 
the  governments  of  the  southern  states  were  finally 
turned  over  to  their  own  people,  therefore,  the  finan- 
cial condition  of  every  one  of  them  was  deplorable. 
The  State  of  Alabama,  for  example,  had  a  debt  of  $30,- 
000,000,  while  the  total  assessed  value  of  all  the  prop- 
erty within  the  state  was  only  $130,000,000.  Almost 
every  one  of  the  southern  states  promptly  repudiated 
all  or  a  portion  of  its  bonded  debt.  They  turned  a  deaf 
ear  to  the  demands  of  their  creditors  and  sternly  re- 
fused to  have  anything  to  do  with  the  obligations.  We 
can  now  fully  understand  the  position  of  the  southern 
people  at  that  time.  They  had  been  through  a  long  and 
exhausting  war;  they  had  been  defeated  and  had  seen 
their  victorious  fellow  countrymen  establish  first  a  mili- 
tary government  over  them  and  later  turn  the  control 
of  their  governments  over  to  a  lot  of  irresponsible  poli- 
ticians who  had  no  thought  for  the  best  interests  of  the 
communities  and  cared  for  nothing  except  their  own 
advancement.  They  had  been  powerless  to  stop  the 
riot  of  extravagance  and  dishonesty  which  had  pre- 
vailed. They  regarded  the  state  debts  as  having  been 
dishonestly  created  and  resented  the  attempt  to  saddle 
the  obligations  upon  them. 

110.  Amount  of  bonds  repudiated. — The  amount  of 
bonds  which  were  repudiated  is  something  which  no  one 
has  ever  been  able  to  estimate  accurately  because  of  the 
incomplete  data  concerning  the  debts  of  many  states. 
An  estimate  which  is  generally  believed  to  be  conserva- 
tive places  the  amount  of  repudiated  bonds  as  follows : 

Alabama    $  38,812}000 

Arkansas   20,807,000 

Florida     5,280,000 

Georgia    13,580,000 

Louisiana 32,115,000 

Mississippi    22,600,000 
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North  Carolina   48,350,000 

South  Carolina 19,500,000 

Tennessee    29,850,000 

Virginia  72,220,000 

Total $303,114,000 

All  of  these  securities  have,  on  their  face,  been  en- 
titled to  interest  for  over  thirty  years.  At  the  present 
time,  therefore,  the  amount  which  these  states  owe  must 
be  at  least  twice  the  sum  of  the  original  debt  or  over 
$700,000,000. 

111.  Early  attempts  to  force  payment  of  repudiated 
bonds, — The  repudiation  of  their  bonds  by  the  southern 
states  brought  about  many  determined  attempts  to  se- 
cure the  collection  of  the  claims.  The  courts  of  the 
state  which  had  repudiated  its  debts  were,  of  course, 
bound  by  the  state  law.  The  Supreme  Court  of  the 
[United  States  was  the  only  tribunal  open  to  the  bond- 
holder. The  bar  of  the  Eleventh  Amendment  was  ef- 
fectual against  almost  every  suit.  The  Supreme  Court 
refused  to  acknowledge  the  right  of  a  bondholder 
who  came  into  court  as  a  private  citizen  to  sue  a  sov- 
ereign state  against  its  will.  The  failure  of  these 
attempts  at  direct  collection  led  to  many  ingenious  cir- 
cumventions designed  to  escape  the  constitutional  pro- 
hibition. It  was  evident  to  every  one  who  made  a  study 
of  the  situation  that  the  provisions  of  the  Eleventh 
Amendment  applied  only  to  the  suits  of  private  indi- 
viduals against  the  states.  The  constitution  clearly 
stated  that  the  "Judicial  power  of  the  United  States 
shall  extend  to  all  cases  in  law  and  equity  .... 
to  which  the  United  States  shall  be  a  party;  to  contro- 
versies between  two  or  more  states  .  .  .  ."  The 
Supreme  Court  had  jurisdiction  in  any  case  in  which 
one  state  was  bringing  suit  against  another.  The  bond- 
holders, therefore,  concluded  that  if  they  could  induce 
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one  of  the  sovereign  states  to  sue  one  of  the  repudiating 
states  they  could  secure  collection  upon  the  bonds. 

The  first  effort  along  this  line  was  made  in  connec- 
tion with  the  State  of  New  Hampshire.  Its  legislature 
was  induced  to  pass  a  law  which  provided  that  any  owner 
of  the  bonds  of  a  repudiating  state  could  secure  the  ser- 
vices of  the  State  of  New  Hampshire  in  the  collection 
of  his  claim  by  assigning  his  bonds  to  the  state  and  by 
paying  to  the  attorney  general  the  costs  of  the  suit. 
The  attorney  general  was  directed  by  the  law  to  then 
bring  suit,  in  the  name  of  the  State  of  New  Hampshire, 
against  the  state  which  was  repudiating  its  obligations 
and  if  the  suit  was  successful  he  was  instructed  to  pay 
the  amount  which  he  recovered,  less  all  expenses,  to  the 
private  citizen  in  whose  behalf  he  was  really  acting.  A 
number  of  bondholders  promptly  took  advantage  of  the 
law  and  turned  over  for  collection  to  New  Hampshire 
a  large  amount  of  the  bonds  of  the  State  of  Louisana. 
Suit  was  immediately  begun  in  the  United  States  Su- 
preme Court.  The  court,  however,  took  the  ground 
that  the  law  of  New  Hampshire  was  an'open  attempt  to 
evade  the  provisions  of  the  constitution,  for  New  Hamp- 
shire really  did  not  have  title  to  the  bonds  upon  which 
she  was  endeavoring  to  collect,  but  was  merely  working 
as  an  agent  for  private  individuals  who  were  themselves 
debarred  from  bringing  suit.  The  suit,  therefore,  was 
ineffectual. 

Many  of  the  southern  states  soon  after  this  began 
making  propositions  for  the  settlement  of  the  claims, 
which  generally  involved  the  payment  of  a  certain  per- 
centage of  the  state  debt  and  of  the  accrued  interest 
thereon.  Some  of  these  offers  were  accepted;  others 
were  refused. 

112.  A   single  successful  attempt, — The  only  case 
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where  an  attempt  to  collect  against  repudiating  states 
has  been  successful  occurred  in  1904.  An  enterprising 
broker  in  New  York  bought  up,  at  a  nominal  figure, 
a  large  amount  of  the  repudiated  bonds  of  the  State  of 
North  Carolina.  After  negotiating  for  some  time  he 
finally  secured  the  passage  of  a  law  by  the  State  of 
South  Dakota  which,  in  eff'ect,  instructed  the  governor 
to  accept  any  gift  or  bequest  which  might  be  offered 
to  him  for  the  use  of  the  state  university,  its  public 
schools  or  its  charities,  and  directing  him,  when  any  dis- 
pute might  arise  concerning  these  gifts,  to  bring  suit 
in  the  name  of  the  state  for  the  enforcement  of  the 
claims  to  which  the  commonwealth  had  fallen  heir. 
The  purpose  of  this  unusual  law  is  apparent  on  its  face. 
[The  enterprising  broker,  named  Schafer,  promptly  ten- 
dered $10,000  of  repudiated  North  Carolina  bonds  to  the 
state  under  the  provisions  of  this  law.  South  Dakota 
thereupon  began  suit  in  the  United  States  Supreme 
Court  against  North  Carolina  for  the  enforcement  of 
the  claim.  This  controversy  differed  from  the  New 
Hampshire  cas^  in  that  the  bonds  had  been  given  to 
the  state  without  any  string  to  them ;  they  were  the  ab- 
solute property  of  South  Dakota  and  anything  which 
was  received  for  them  would  go  to  the  state.  This,  in 
other  words,  was  a  "controversy  between  two  states" 
within  the  meaning  of  the  constitution.  The  Supreme 
Court  promptly  took  jurisdiction  and  the  case  was  tried 
at  length.  Unlike  the  other  suits  the  plaintiff  was  suc- 
cessful and  South  Dakota  secured  a  verdict  for  $27,400 
against  North  Carolina. 

113.  The  case  is  not  typical. — It  is  very  doubtful 
whether  the  Supreme  Court  would  have  taken  this  stand 
had  not  the  conditions  under  which  the  bonds  were 
issued  been  peculiar.     The  Supreme  Court  has  always 
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been  very  careful  never  to  give  a  decree  or  a  judgment 
where  it  had  no  power  to  enforce  its  ruHng.  Under 
the  conditions  ordinarily  surrounding  state  bond  issues 
the  Supreme  Court  might  have  announced  its  decision, 
but  if  North  Carolina  had  not  chosen  to  recognize  the 
court's  ruling  there  would  have  been  no  way  by  which 
the  judgment  could  have  been  enforced.  The  law 
would  not  allow  the  court  to  seize  the  property  of  pri- 
vate individuals  within  the  state  for  the  satisfaction  of 
the  state's  debt.  It  is  doubtful  whether  the  court  would 
go  far  enough  to  seize  even  state  property  such  as  the 
capitol  building  for  the  satisfaction  of  the  claim.  Un- 
der our  theory  of  law  states  are  regarded  as  sovereign 
and  hence  above  the  ordinary  processes  of  law.  Their 
real  property  is  not  subject  to  seizure  and  they  pay  be- 
cause they  desire  to  do  so  rather  than  because  they  can  be 
forced  to  recognize  their  obligations.  The  bonds  in 
controversy  differed  from  the  ordinary  state  obligations, 
which  are  generally  plain  promises  to  pay  issued  by  the 
state,  in  that  they  were  really  collateral  trust  bonds  of 
the  state  secured  by  a  deposit  of  the  stock  of  the  ISTorth 
Carolina  Railroad  Company,  for  whose  benefit  they 
were  issued.  The  Supreme  Court  seized  upon  this  sit- 
uation as  a  method  of  enforcing  its  judgment  and  in 
its  decree  provided  that  if  the  State  of  North  Carolina 
did  not  pay  $27,400  to  the  State  of  North  Dakota  on 
or  before  January  1,  1905,  that  the  United  States  Mar- 
shall should  sell  at  public  auction  upon  the  steps  of  the 
national  capitol  in  Washington,  after  six  weeks  public 
notice,  the  capital  stock  of  the  North  Carolina  Railroad 
Company,  which  was  at  that  time  the  property  of  the 
State  of  North  Carolina.  The  court,  in  other  words, 
could  thus  enforce  its  decision,  although  it  could  not 
actually  collect  from  the  state. 
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It  is  interesting  to  note  that  Schaf  er's  ingenious  eva- 
sion of  the  law  must  have  been  profitable,  for  the  State 
of  North  Carolina  not  only  paid  the  judgment  to  the 
State  of  South  Dakota,  but,  in  order  to  avoid  being 
placed  in  an  inconsistent  position,  settled  with  the  re- 
maining holders  of  this  particular  class  of  unfunded 
bonds  by  giving  them  $250,000  of  new  securities  in  pay- 
ment. It  is  of  course  impossible  to  say  what  the  Su- 
preme Court  might  do  if  some  other  state  should  imi- 
tate South  Dakota's  example  or  if  the  latter  should 
again  try  the  same  method  of  helping  her  public  insti- 
tutions. It  is  generally  believed,  however,  that  the  Su- 
preme Court  would  hesitate  to  enforce  the  payment  of 
an  ordinary  bond  where  no  assurance  of  collection  was 
at  hand. 

Little  by  little  the  southern  states  are  cleaning  up  the 
old  indebtedness.  Compromises  have  been  made  in  the 
large  number  of  cases  and  most  of  the  old  debts  are  in 
process  of  adjustment  except  where  the  states  believe  the 
bonds  were  fraudulently  issued.  In  many  cases  cer- 
tain classes  of  bonds  have  been  specifically  outlawed  by 
clauses  inserted  in  the  state  constitution  forbidding  the 
legislature  to  recognize  the  claims. 

114.  Provisions  in  state  constitutions  limiting  indebt- 
edness,— The  unfortunate  experience  through  which  the 
country  has  passed  as  a  result  of  the  wholesale  repudia- 
tion of  state  debts  has  led  to  the  general  insertion  of 
provisions  in  state  constitutions  limiting  the  amount  of 
bonds  which  can  be  issued.  Some  of  the  southern 
states,  as,  for  example,  Virginia,  Tennessee,  North  Car- 
olina and  Mississippi,  have  no  limitation  upon  the 
amount  of  their  debt.  Other  states,  such  as  South  Caro- 
lina, have  covered  the  point  by  forbidding  any  increase 
in  the  state  debt  without  the  question  having  first  been 


STATE  BONDS  173 

submitted  and  approved  at  a  general  election.  Georgia 
has  gone  to  the  limit  by  absolutely  forbidding  an  increase 
except  for  the  purpose  of  repelling  an  invasion  or  sup- 
pressing a  rebellion.  Alabama  has  adopted  the  Geor- 
gian plan  except  that  the  state  is  allowed  to  incur  a 
debt  not  exceeding  $300,000  to  meet  current  deficien- 
cies. Even  the  northern  states  have  taken  very  much 
the  same  position.  Ohio,  for  example,  has  limited  its 
debt  to  $750,000  except  when  created  to  repel  invasion 
and  put  down  rebellion.  Illinois  has  a  similar  pro- 
vision, except  that  the  ordinary  debt  limit  is  $250,000. 
A  very  large  percentage  of  the  northern  states  have  in- 
serted clauses  in  their  constitutions  forbidding  the  state 
to  assume  municipal  or  county  debts,  to  loan  its  credit  to 
any  individual  or  corporation  or  to  become  a  stock- 
holder or  a  partner  in  any  venture.  These  clauses  are 
inserted  because  the  people  feel  that  they  need  to  be 
protected  against  themselves  and  that  their  chosen  rep- 
resentatives sent  to  the  legislature  cannot  be  fully 
trusted  with  the  right  to  authorize  the  state  to  borrow 
money  and  issue  its  bonds  in  exchange  for  the  funds 
thus  received. 

115.  Recent  changes. — This  aversion  to  state  debts, 
however,  seems  to  be  weakening.  There  is  no  reason 
why  the  credit  of  the  states  should  not  be  as  good  as  that 
of  any  government  if  borrowing  is  done  wisely  and  con- 
servatively. Repudiation  was  caused  by  reckless  ex- 
travagance and  folly  in  borrowing  money  for  enterprises 
which  were  inevitable  failures.  Since  the  Civil  War 
most  of  the  states  have  refrained  from  borrowing,  chiefly 
because  there  was  little  need  of  securing  funds  in  this 
manner.  But  within  recent  years  business  conditions 
have  considerably  changed.  At  the  present  time  there 
is  a  strong  demand  in  several  sections  of  the  country  for 
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conducting  improvements  through  use  of  the  state's 
credit.  New  York,  for  example,  finding  that  the  Erie 
Canal  was  becoming  antiquated  and  too  small  to  handle 
the  vessels  which  could  be  most  economically  used,  au- 
thorized in  1903  an  issue  of  bonds  up  to  $101,000,000 
for  the  improvement  of  the  canal  system.  In  1905  the 
state  again  adopted  a  constitutional  amendment  giving 
authority  to  create  an  aggregate  debt  of  $50,000,000 
for  highway  improvements.  All  of  these  bonds  have 
not  been  issued.  The  constitutional  provisions  of  New 
York  seem  to  be  very  wise  in  that  they  have  not  ham- 
pered the  development  of  the  state  and  yet  have  pro- 
vided an  adequate  check  upon  unwise  borrowing.  The 
constitution  provides  that  no  debts  in  excess  of  $1,000,- 
000  to  meet  current  deficiencies  in  revenue,  or  to  repel 
invasion  or  put  down  insurrection,  shall  be  created  un- 
less authorized  by  law,  as  follows : 

Such  law  shall  impose  and  provide  for  the  collection  of  a 
direct  annual  tax  to  pay,  and  sufficient  to  pay,  the  interest  on 
such  debt  as  it  falls  due,  and  also  to  pay  and  discharge  the 
principal  of  such  debt  within  fifty  years  from  the  time  of  the 
contracting  thereof.  No  such  law  shall  take  effect  until  it 
shall,  at  a  general  election,  have  been  submitted  to  the  people 
and  have  received  a  majority  of  all  the  votes  cast  for  and  against 
it  at  such  election.  On  the  final  passage  of  such  bill  in  either 
house  of  the  Legislature,  the  question  shall  be  taken  by  ayes  and 
nays,  to  be  duly  entered  on  the  journals  thereof,  and  shall  be: 
"  Shall  this  bill  pass,  and  ought  the  same  to  receive  the  sanction 
of  the  people?"  The  Legislature  may  at  any  time,  after  the 
passage  thereof,  but  before  the  issue  of  bonds  thereunder,  repeal 
the  same;  and  may,  at  any  time,  by  law,  forbid  the  contracting 
of  any  further  debt  or  liability  under  such  law;  but  the  tax 
imposed  by  such  Act,  in  proportion  to  the  debt  and  liability 
which  may  have  been  contracted  in  pursuance  of  such  law,  shall 
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remain  in  force  and  be  irrepealable,  and  be  annually  collected, 
until  the  proceeds  thereof  shall  have  made  the  provisions  herein 
before  specified  to  pay  and  discharge  the  interest  and  principal 
of  such  debt  and  liability.  The  money  arising  from  the  bond 
or  stock  creating  such  debt  or  liability,  shall  be  applied  to  the 
work  or  object  specified  in  the  Act  authorizing  such  debt  or 
liability,  or  for  the  payment  of  such  debt  or  liability  and  for 
no  other  purpose  whatever.  No  such  law  shall  be  submitted  to 
be  voted  on,  within  three  months  after  its  passage,  or  at  any 
general  election,  when  any  other  law,  or  any  bill,  shall  be  sub- 
mitted to  be  voted  for  or  against.  The  Legislature  may  pro- 
vide for  the  issue  of  bonds  of  the  state  to  run  for  a  period  of 
not  exceeding  fifty  years  in  lieu  of  bonds  heretofore  authorized 
but  not  issued,  and  shall  impose  and  provide  for  the  collection 
of  a  direct  annual  tax  for  the  payment  of  the  same  as  herein- 
before required.  When  any  sinking  fund  created  under  this 
section  shall  equal  in  amount  the  debt  by  which  it  was  created, 
no  further  direct  tax  shall  be  levied  on  account  of  said  sinking 
fund  and  the  Legislature  shall  reduce  the  tax  to  an  amount  equal 
to  the  accruing  interest  on  such  debt." 

116.  Sinking  fund, — The  various  states,  in  addition 
to  limiting  the  amount  of  their  indebtedness,  pro- 
vide for  its  retirement.  This  is  usually  done  through 
a  sinking  fund.  The  operation  and  nature  of  a  sinking 
fund  have  been  explained  in  detail  in  the  volume  on  Cor- 
poration Finance.  It  is,  you  will  remember,  a  scheme 
by  which  a  certain  sum  is  set  aside  each  year  until  a  suf- 
ficient amount  is  secured  to  retire  the  principal.  It  may 
be  that  the  sums  are  directly  invested  in  the  bonds  them- 
selves, the  state  thus  gradually  paying  back  its  own 
debt. 

Mr.  CM.  Keys,  in  an  article  published  in  the  ^Annals 
of  the  American  Academy  of  Political  and  Social  Sci- 
ence, September,  1907,  gives  an  accurate  summary  of 
the  sinking  fund  provisions  used  by  various  states  which 
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have  a  considerable  amount  of  bonds  outstanding.  In 
making  this  selection  he  has  picked  out  only  those  pro- 
visions which  are  distinctive : 

Arkansas. — Since  1899,  an  annual  tax  of  one  mill  on  the 
dollar  has  been  levied  against  taxable  property  to  provide  a 
"general  sinking  fund"  out  of  which  all  obligations  are  to  be 
met. 

Calif orma, — ^The  San  Francisco  depot  fund  consists  of 
monthly  payments  of  $4,631  made  by  the  harbor  commissioners 
out  of  collections,  to  be  used  to  pay  interest  on  the  harbor  im- 
provement loan  and  to  retire  it  at  maturity.  This  fund  is  in^ 
vested  in  United  States  bonds — a  very  wasteful  investment. 

Colorado. — The  capitol,  casual  deficiency,  Cripple  Creek  in- 
surrection and  Leadville  riot  bonds  are  to  be  retired  by  a  sinking 
fund  based  on  taxes  to  be  levied  some  years  after  the  date  of 
the  bonds,  sufficient  to  create  an  annual  fund  amounting  to  20 
per  cent  of  the  issues. 

District  of  Columbia. — It  is  noted  above  that  there  are  no 
sinking  funds  on  hand.  By  an  act  of  1878,  the  commissioners 
were  abolished,  and  the  Treasurer  of  the  United  States  took 
command.  He  has  construed  the  law  to  mean  that  he  can  buy 
with  the  funds  any  of  the  bonds  of  the  District  and  cancel  them. 
Therefore  the  fund  disappears  as  it  is  created. 

Florida. — Sinking  funds  are  made  for  the  1871  and  1873 
bonds,  based  on  the  annual  taxes  for  interest  and  per  cent  of 
the  principal  of  the  1871  bonds  and  an  annual  tax  of  one  mill 
on  the  dollar  for  the  1873  issue.  In  1901  the  bonds  of  1871 
in  the  fund  were  cancelled  and  the  cash  in  the  fund  transferred 
to  the  general  revenue  of  the  state. 

Georgia. — ^The  constitution  of  Georgia  requires  the  assembly 
to  raise  $100,000  per  annum  for  sinking  funds,  but  it  does  not 
appear  that  the  constitution  has  been  respected  to  any  great 
extent. 

Kentucky, — ^THe  sinking  fund  in  Kentucky  is  derived  from 
a  tax  of  five  cents  per  $100  of  taxable  property  and  the  income 
from  some  stock  investments.     In  this  state,  as  in  others,  the 
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"general  fund"  appears  to  be  able  to  make  an  occasional  over- 
draft on  the  sinking  funds. 

Massachusetts. — Sinking  funds  in  this  state  are  very  numer- 
ous. In  general,  they  start  with  the  deposit  of  the  premium 
over  par  received  for  the  state  bonds  when  sold.  In  the  case 
of  bonds  issued  to  aid  railroads,  the  fund  is  usually  based  on  an 
annual  payment  to  the  state  by  the  railroad.  In  1867,  a  state 
issue  to  assist  the  Boston,  Hartford  and  Erie  Road  was  pro- 
vided for  by  a  charge  of  $50,000  per  annum  against  the  road, 
supplemented  by  an  additional  charge  pf  $20,000  against  a 
new  bond  issue  in  1869.  By  1890  this  fund  had  grown  so  big 
that  it  was  sufficient  to  retire  the  bonds  at  maturity.  It  was, 
therefore,  diverted  to  help  meet  other  sinking  fund  provisions 
from  time  to  time.  The  principal  funds  of  the  state  are  as 
follows:  The  bounty  loan  sinking  fund;  coast  defence  sinking 
fund;  Boston,  Hartford  and  Erie  sinking  fund;  Troy  and 
Greenfield  sinking  fund,  closed  and  specified  bonds  paid;  prison 
and  hospital  loan  sinking  fund;  statehood  loan  sinking  fund; 
Fitchburg  Railroad  securities  sinking  fund;  harbor  improve- 
ment loan  sinking  fund;  and  Massachusetts  war  loan  sinking 
fund,  alive  and  in  operation  at  the  date  of  the  government  re- 
port. 

Minnfiesota, — The  sinking  funds  of  Minnesota  are  of  two 
classes,  the  first  being  raised  by  taxation  and  the  second  from 
proceeds  of  the  public  lands  set  aside  by  the  legislature  to  meet 
the  old  debt  of  the  state. 

Montana, — There  are  six  sinking  funds  in  Montana,  all  de- 
rived from  the  proceeds  of  land  grants  made  to  the  state  by 
Congress. 

New  Jersey, — The  small  state  debt  of  New  Jersey  is  amply 
provided  for,  the  sinking  funds  being  greater  than  the  entire 
debt  in  every  year  since  1897.  A  unique  provision  in  this  state 
is  that  the  treasury  may  be  called  upon  to  make  up  a  deficiency 
in  the  sinking  fund,  the  same  to  be  paid  back  as  the  funds 
come  in. 

New  York. — All  the  bonds  issued  by  New  York  State  be- 
tween 1890  and  1902  were  serial  bonds,  and  therefore  needed 
VII— 12 
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no  sinking  funds,  except  the  canal  bonds.     The  sinking  funds 
therefore  consist  of  a  part  of  the  canal  fund  of  the  state. 

Ohio. — The  constitution  requires  an  annual  sinking  fund  of 
$100,000,  to  be  gathered  from  the  sale  of  lands,  public  works 
or  stocks  owned  by  the  state,  from  the  income  earned  by  the 
profit-producing  public  works  and  the  stocks  owned,  and  from 
a  tax  to  be  levied  to  make  up  any  deficiency  left  by  the  above 
sources  of  revenue. 

It  will  be  noted  that  there  is  no  great  uniformity  in 
the  maintenance  and  operation  of  these  state  funds. 
Nor  does  the  amount  of  the  funds  at  a  certain  date 
have  much  meaning,  because  such  amount  is  made  up 
only  from  the  cash  or  bonds  or  stocks  held  alive  in  the 
fund.  In  cases  where  the  sinking  funds  are  immedi- 
ately invested  and  the  bonds  canceled,  the  amortization 
of  the  debt  goes  on,  but  the  government  report  does  not 
show  it.  This  process  is  followed  to  some  extent  in 
nearly  every  state,  and  many  of  the  states  that  are  re- 
ported by  the  government  to  be  without  sinking  funds 
are  steadily  reducing  their  debts  by  cancelation. 

117.  Growing  importance  of  the  question. — Many  of 
the  western  states  find  their  development  hampered  be- 
cause of  insufficient  rainfall  over  a  large  portion  of  their 
area.  The  people  of  these  communities  recognize  that 
the  ills  which  follow  the  lack  of  moisture  could  be  elim- 
inated by  the  introduction  of  irrigation  works  which 
would  turn  deserts  into  gardens  and  would  enormously 
increase  the  material  wealth  of  their  communities.  These 
public  improvements  can  be  secured  in  one  of  three  ways. 
The  first  is  by  granting  the  necessary  privileges  to  pri- 
vate corporations  which  would  construct  the  works  and 
charge  the  people  such  rates  as  they  may  decide  upon. 
The  creation  of  this  monopoly  is  in  many  cases  distaste- 
ful to  these  conmiunities.     The  second  method  is  to 
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allow  the  federal  government  to  construct  the  works. 
The  demands  which  are  made  upon  the  government  far 
exceed  the  amount  of  money  which  is  available  and  as  a 
consequence  it  is  likely  that  long  and  vexatious  delays 
would  be  incurred  in  securing  the  construction  of  the 
works.  The  third  and  most  direct  and  satisfactory 
method  would  be  to  have  the  states  themselves  under- 
take the  work,  paying  the  cost  out  of  the  proceeds  of 
bond  sales  and  charging  sufficient  toll  for  the  water 
supplied  to  provide  for  the  interest  and  the  sinking  fund 
requirements  of  the  bonds.  It  is  likely  that  in  the  next 
few  years  many  of  the  western  states  will  appear  in 
the  money  markets  as  borrowers  for  this  purpose. 

118.  Summary, — Let  us  sum  up  the  position  of  the 
holder  of  state  bonds.  Except  in  a  very  few  cases  the 
amount  of  the  state  debt  bears  an  insignificant  ratio  to 
the  value  of  the  properties  within  its  boundaries.  The 
income  of  the  state  is  usually  more  than  sufficient  to 
pay  the  interest  upon  its  bonds,  to  meet  the  sinking 
fund  requirements  and  to  defray  the  ordinary  running 
expenses  of  the  government.  Where  the  income  is  in- 
sufficient, the  population  of  the  state  is  sufficiently  pros- 
perous to  bear,  without  being  overburdened,  such 
additional  taxation  as  might  be  necessary  to  raise  the 
required  sum. 

Judged  from  the  standards  which  we  applied  to  gov- 
ernment bonds,  therefore,  these  securities  are  exceed- 
ingly desirable.  The  weakness  of  state  bonds,  like  the 
weakness  of  government  bonds,  is  the  lack  of  any  legal 
process  by  w^hich  a  creditor  can  enforce  his  claim.  He 
cannot  sue  the  state  without  its  consent  and  if  the  state 
desires  to  repudiate  he  is  absolutely  helpless.  Many 
eminent  authorities  have  urged  that  the  states  stand  in 
their  own  light  by  leaving  this  loophole  through  which 
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they  can  escape  their  obligations.  They  urge  that  it 
would  be  much  better  for  the  states  to  agree  to  an  amend- 
ment to  the  federal  constitution  providing  for  a  method 
of  collection.  This  would  immensely  increase  their 
credit  and  enable  them  to  borrow  much  larger  sums  than 
can  now  be  secured  and  upon  much  more  advantageous 
terms  than  are  now  offered. 

It  is  generally  believed,  however,  that  in  the  case  of 
the  state  debts  which  are  recognized  at  the  present  time 
there  is  little  or  no  likelihood  of  repudiation.  The 
standards  of  commercial  honor  are  constantly  rising. 
The  percentage  of  the  population  which  recognizes  the 
advisability  of  keeping  faith  with  creditors  is  increasing 
and  the  motives,  therefore,  which  would  lead  to  repudia- 
tion have  been  reduced.  The  securities  of  those  states, 
like  New  York,  which  have  never  repudiated  their 
obligations  find  a  ready  sale  at  interest  rates  ranging 
between  3%  and  4%.  Even  many  of  the  states  which 
have  repudiated  their  bonds  in  previous  years  now  en- 
joy very  high  credit.  As  the  law  stands  to-day,  how- 
ever, the  buyer  of  state  bonds  must  take  the  chance  of 
repudiation,  however  slight  it  may  be,  for  he  has  no 
legal  way  by  which  he  can  force  a  state  to  pay  its  bonds 
if  it  does  not  care  to  keep  faith  with  him. 


CHAPTER  XV 

MUNICIPAL  BONDS 

119.  Position  of  the  municipality  in  our  govern- 
mental system, — The  third  class  of  public  securities  is 
issued  by  various  political  subdivisions  of  the  state  such 
as  cities,  townships  and  school  districts.  The  most  of 
these  bonds  are  issued  by  the  larger  cities  to  procure 
money  to  carry  on  many  improvements  demanded  by 
their  citizens.  Bonds  issued  by  cities  are  known  as 
municipal  bonds. 

The  cities,  townships  and  school  districts  are  political 
subdivisions  of  the  state  created  for  the  better  adminis- 
tration of  local  affairs.  The  states,  under  our  theory  of 
government,  are  supreme  in  all  things  except  those 
which  have  been  specifically  delegated  to  the  federal 
government.  There  is  this  difference  between  the  legal 
position  of  the  state,  which  cannot  be  sued  without  its 
consent,  and  the  municipal  subdivisions  which  it  creates, 
such  as  the  city,  township  and  county.  These  sub- 
divisions have  no  inherent  rights.     They  are  created  by 

,  the  state  and  exist  just  so  long  as  it  suits  the  state; 
their  powers  can  be  changed  at  any  time.     In  short 

i  they  are  in  the  absolute  power  of  the  state  and  must 
look  to  it  for  authority  to  carry  through  any  project. 

120.  Municipalities  have  limited  powers. — Since  the 
powers  of  the  municipal  corporations  are  entirely  dele- 

ated,  it  is  necessary  in  each  case  to  ascertain  the  extent 

f  the  grant  made  by  the  state.     As  a  general  rule  a 

unicipal  corporation  is  on  the  same  basis  as  a  private 

181 
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corporation  in  that  it  is  organized  under  a  charter 
granted  to  it  by  a  special  act  passed  by  the  State 
Legislature,  or  under  the  authority  of  some  general  act 
which  provides  for  the  incorporation  of  this  class  of 
corporations.  The  legislation  granting  the  charter  de- 
fines the  power  of  the  muncipality.  It  is  a  universal 
rule  that  municipalities  can  exercise  only  three  kinds 
of  powers: 

First — those  granted  in  express  words. 

Second — those  necessarily  or  fairly  implied  in,  or  in- 
cident to,  the  express  powers. 

Third — ^those  essential  to  the  declared  objects  and 
purposes  of  the  corporation. 

All  acts  that  are  performed  outside  of  the  scope 
covered  by  these  three  heads  are  null  and  void.  It  is 
sometimes  a  very  nice  question  of  law  to  determine 
whether  any  particular  act  comes  within  this  classifica- 
tion. The  tendency  of  the  courts  is,  however,  to  grow 
more  liberal  in  this  particular  where  it  can  be  shown 
that  the  act  results  in  benefit  to  the  municipality. 

121.  State  control  of  municipal  indebtedness. — The 
greatest  measure  of  control  which  the  state  exercises 
over  the  municipality  concerns  its  right  to  borrow 
money.  The  painful  experience  through  which  the 
states  passed  in  their  misdirected  efforts  to  aid  internal 
improvements  was  shared  in  by  many  cities,  counties 
and  towns.  These  municipalities  mortgaged  them- 
selves heavily  to  aid  worthless  corporations.  The  ex- 
perience left  an  indelible  impression  upon  the  minds  of 
our  people  which  finds  expression  in  nearly  every  state 
constitution.  We  find  that  there  is  now  a  limit  placed 
upon  the  amount  of  money  which  municipal  corpora- 
tions can  borrow  and  regulations  concerning  the  ways 
in  which  this  money  can  be  distributed.     In  this  par- 
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ticular  the  position  of  the  pubhc  corporation,  or  one 
chartered  by  the  state  for  the  purpose  of  government, 
differs  materially  from  that  of  the  private  corporation. 
The  private  corporation  can  borrow  as  much  money  as 
it  desires.  The  state  assumes  that  the  personal  in- 
terest of  the  proprietors  or  stockholders  will  prevent 
them  from  overburdening  the  company  with  liabilities, 
and  that  in  the  second  place  the  self  interest  of  the 
lenders  will  act  as  a  check  upon  the  unwise  lending  of 
money  to  this  class  of  corporation. 

The  law  restricts  the  borrowing  of  school  districts, 
townships  and  municipalities  for  two  reasons.  In  the 
first  place  while  a  stockholder  in  a  corporation  exercises 
a  reasonable  amount  of  interest  and  concern  in  its  wel- 
fare, he  is  inclined  to  be  neglectful  of  his  duty  to  his 
city  or  town.  He  may  defeat  a  proposition  to  borrow 
money  by  a  corporation  in  which  he  holds  an  interest, 
but  he  will  assist  the  city  to  make  unwise  loans  either 
by  a  direct  vote  or  by  neglecting  to  vote  at  all  upon 
loan  propositions.  In  the  second  place  the  check  over 
reckless  borrowing  exerted  by  the  prudence  of  the 
lender  in  the  case  of  the  private  company  is  here  ab- 
sent. The  debts  of  our  municipalities  bear  such  a  small 
proportion  to  the  value  of  the  property  within  their 
limits  that  the  investor  rarely  has  cause  to  worry  con- 
cerning the  relation  of  his  loan  to  the  assets  of  his 
debtor. 

122.  Methods  of  control, — The  States  exercise  two 
methods  of  control  over  borrowing  by  their  political 
subdivisions.  The  first  is  by  direct  supervision.  This 
is  little  used  at  the  present  time.  Under  this  method 
it  is  necessary  for  a  municipality,  in  order  to  make  a 
valid  bond  issue,  first  to  secure  the  consent  of  certain 
state  officials  who  are  charged  with  the  duty  of  seeing 
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that  the  law  is  enforced.  For  example,  Georgia,  in 
1897,  passed  an  act,  which  is  usually  referred  to  as  the 
Municipal  Bond  Law.  This  statute  provides  that  all 
proposed  bond  issues  to  be  put  out  by  counties,  munici- 
palities and  other  civil  divisions  of  the  state  must  first 
be  submitted  to  the  Superior  Court  for  judicial  inves- 
tigation and  approval.  If  the  court  refuses  to  sanction 
the  loan,  the  bonds  cannot  be  issued.  If  the  approval 
of  the  court  is  secured  the  validity  of  the  bonds  can 
never  be  questioned  at  a  subsequent  time.  Under  this 
statute,  which  is  typical  of  that  in  force  in  the  other 
states  where  this  system  is  followed,  it  is  the  duty  of 
the  judges  to  investigate  the  issue  and  to  see  whether  all 
of  the  requirements  of  the  law  have  been  complied  with. 
The  court  sets  a  date  for  the  hearing.  Public  notice 
is  given  by  publication  in  the  newspapers  of  the  time 
of  the  hearing.  Any  citizen  may  appear  at  that  time 
and  contest  the  proposed  validation.  In  any  event, 
however,  the  court  is  forced  by  the  law  to  make  a  com- 
plete and  full  investigation. 

The  advantage  of  this  method  of  control  is  that  the 
question  of  the  legality  of  the  issue  is  definitely  settled 
before  the  bonds  must  be  paid  for.  The  buyer,  there- 
fore, does  not  have  to  reckon  with  the  possibility  of  the 
issue  being  repudiated  at  some  future  time  because  of 
a  defect  or  irregularity. 

The  second,  and  more  generally  used  system  is  that 
of  indirect  control.  The  state  definition  of  the  condi- 
tions under  which  the  municipality  can  issue  bonds  be- 
comes in  theory  a  public  notice  to  all  people  who  would 
lend  money  to  the  corporation.  They  must  be  careful 
to  ascertain  that  the  municipality  has  complied  with  all 
of  these  conditions  before  advancing  the  funds.  In 
case  they  do  not  satisfy  themselves  of  the  entire  legality 
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of  the  matter,  or  if  they  make  an  error  in  their  investi- 
gation, they  must  suffer  the  loss,  for  the  municipality 
can  repudiate  the  bonds  or  any  taxpayer  can  go  into  the 
court  and  have  the  city  treasurer  enjoined  from  paying 
the  principal  or  interest  of  the  bonds  which  have  been 
irregularly  issued. 

The  municipality  therefore  is  placed  very  much  in  the 
same  position  as  the  minor  who  is  considered  unable  to 
protect  himself  in  a  business  transaction  and  who  there- 
fore is  treated  as  irresponsible  and  not  liable  for  any- 
thing except  in  certain  well  defined  relations. 

123.  Indirect  control. — The  indirect  control  of  mu- 
nicipal indebtedness  is  usually  accomplished  in  two 
ways.  First,  by  a  statement  of  the  conditions  under 
which  the  municipality  can  borrow  money  in  the  State 
constitution  or  second,  through  the  terms  of  an  act 
passed  by  the  State  Legislature.  Both  methods  are 
quite  generally  used.  The  tendency  is  to  make  these 
regulations  constantly  more  detailed  and  to  restrict 
more  narrowly  the  powers  of  the  various  political  sub- 
divisions in  this  respect.  One  of  the  most  complete 
systems  of  regulation  of  municipal  debt  is  that  in  force 
in  Massachusetts.     The  restrictions  are  as  follows : 

Section  1.  Cities  and  towns  shall  not  incur  debts,  except  in 
the  manner  of  voting  and  within  the  limitations  as  to  amount 
and  time  of  payment  prescribed  in  this  chapter. 

Section  2.  The  indebtedness  of  a  city  or  town  under  the  pro- 
visions of  this  chapter  not  inconsistent  herewith  shall  be  its  net 
indebtedness,  but  debts  created  in  aid  of  railroad  corporations, 
except  as  herein  otherwise  provided,  and  water  scrip,  issued  by  a 
town  under  special  statutes  for  the  indebtedness  of  a  fire  district, 
and  all  other  debts  excepted  by  general  or  special  statutes  shall 
be  excluded. 

Section  S.  A  city  shall  not  become  indebted  in  an  amount 
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exceeding  2%  per  cent  on  the  average  of  the  assessors'  valua- 
tions of  the  taxable  property  therein  for  the  three  preceding 
years,  the  valuation  of  each  year  being  first  reduced  by  the 
amount  of  all  abatements  allowed  thereon  previous  to  the  last 
day  of  December  in  the  years  preceding  said  assessment. 

Section  5.  A  city  or  town  which  establishes,  purchases,  recon- 
structs, extends  or  enlarges  a  gas  or  electric  lighting  plant 
within  its  limits  may  incur  debt  outside  the  debt  limit  not  ex- 
ceeding, in  a  town,  5  per  cent  and  in  a  city  not  exceeding  J21/2 
per  cent  of  the  last  preceding  state  valuation. 

Section  6.  Cities  and  towns  may  by  a  majority  vote  incur 
debts  for  temporary  loans  in  anticipation  of  the  taxes  of  the 
municipal  year  in  which  such  debts  are  incurred,  and  expressly 
made  payable  therefrom  by  such  vote.  Such  loans  shall  be 
payable  within  one  year  after  the  date  of  their  incurrence,  and 
shall  not  be  reckoned  in  determining  the  authorized  limit  of 
indebtedness. 

Section  8.  Debts  other  than  those  mentioned  in  the  preceding 
sections  shall  be  incurred  only  by  a  vote  of  two-thirds  of  the 
voters  present  and  voting  at  a  town  meeting,  or  of  two-thirds 
of  all  the  members  of  each  branch  of  the  city  council  taken  by 
yeas  and  nays,  and  subject  to  the  approval  or  disapproval  of 
the  mayor. 

Section  9.  A  city  or  town  which  has  incurred  a  debt  within 
the  limitations  as  to  amount  and  time  of  payment  prescribed  by 
this  chapter  may  issue  bonds,  notes,  or  scrip  therefor,  properly 
denominated  on  the  face  thereof,  signed  by  its  treasurer,  and, 
if  issued  by  a  city,  countersigned  by  its  mayor,  or  if  issued  by 
a  town,  countersigned  by  a  majority  select  men,  with  interest 
payable  semi-annually  at  such  rate  as  it  deems  proper,  and 
may  sell  said  bonds,  notes  or  scrip,  for  not  less  than  par,  at 
public  or  private  sale,  or  may  use  the  same  in  payment  of  such 
debts. 

Section  12.  The  interest  on  all  debts  shall  annually  be  raised 
by  taxation.  If  a  debt  is  payable  at  a  period  exceeding  ten 
years,  the  city  or  town  shall,  and  in  all  other  cases  may,  at  the 
time  of  contracting  the  same,  establish  a  sinking  fund  to  be 
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used  for  no  other  purpose  than  the  payment  of  such  debt,  and 
shall  annually  raise  by  taxation  and  contribute  thereto  an 
amount  sufficient  with  its  accumulations  to  extinguish  the  debt 
at  maturity ;  and  if  payable  at  a  period  not  exceeding  ten  years, 
the  city  or  town  shall  raise  by  taxation  annually  not  less  than 
8  per  cent  of  the  principal  thereof,  and  shall  set  it  apart  for  a 
sinking  fund  until  an  amount  has  been  raised  sufficient,  with  its 
accumulations,  to  extinguish  the  debt  at  maturity ;  and  shall,  in 
the  year  before  the  maturity  of  the  debt,  raise  by  taxation,  any 
balance  necessary  for  its  extinguishment. 

Section  23.  No  city  or  town  shall,  for  the  purpose  of  sub- 
scribing in  aid  of  a  railroad  corporation,  increase  its  indebted- 
ness to  an  amount  which  with  its  existing  net  indebtedness  in- 
curred for  any  purpose,  excluding  temporary  loans,  exceeds 
S  per  cent  of  the  valuation  of  the  taxable  property  therein  as 
ascertained  by  the  last  preceding  city  or  town  valuation  for  the 
assessment  of  taxes. 

Certain  of  the  provisions  of  the  Massachusetts  law 
require  a  word  of  explanation.  The  first  concerns  the 
term  "net  indebtedness"  which  is  frequently  used. 
There  are  several  methods  in  vogue  of  determining  the 
net  indebtedness.  The  first  is  to  deduct  from  the 
amount  of  the  bonded  debt  outstanding,  the  amount 
which  at  that  time  has  accumulated  in  the  sinking  fund. 
The  balance  gives  the  "net"  debt  or  the  amount  which 
is  really  owing  by  the  city  to  its  long  time  creditors. 

124.  Elimination  of  certain  classes  of  debts, — The 
second  method  goes  farther  and  provides  for  the  re- 
duction, in  addition  to  the  sinking  fund,  of  an  amount 
covered  by  the  tangible  and  productive  assets.  This, 
for  example,  would  include  all  of  the  money  invested 
in  a  gas  plant  if  the  plant  was  earning  an  amount  suffi- 
cient to  pay  the  interest  on  the  bonds  issued  to  cover 
its  cost.  In  the  same  way  bonds  issued  to  construct 
or  improve  water  works  are  very  frequently  excepted 
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in  calculating  the  relation  which  the  city's  indebtedness 
bears  to  the  legal  limit.  Another  illustration  is  fur- 
nished by  New  York  City,  which  in  1908  induced  the 
Legislature  to  propose  a  constitutional  amendment, 
allowing  the  city  to  exclude  in  making  this  calculation 
all  bonds  issued  for  existing  and  any  future  subways, 
or  for  any  public  improvement  which  provides  a 
revenue  in  excess  of  the  interest  and  amortization 
charges.  This  amendment  was  submitted  to  the  voters 
in  November,  1909  and  passed. 

The  basis  for  this  class  of  deduction  is  founded  on 
the  theory  that  these  investments,  being  productive, 
should  not  really  be  charged  as  a  debt  upon  the  tax 
paying  community.  If  the  proceeds  of  a  series  of 
bonds  are  so  invested  as  to  earn  a  sufficient  amount  to 
carry  their  own  fixed  charges  and  to  extinguish  them- 
selves through  the  regular  operation  of  the  sinking 
fund,  this  portion  of  the  debt  is  really  of  no  significance 
in  determining  the  ability  of  the  city  to  meet  its  finan- 
cial requirements. 

The  question  is  constantly  being  discussed,  whether 
the  non-productive  enterprises  such  as  the  construction 
of  sewers,  park  improvements  or  dozens  of  other  sim- 
ilar causes  of  heavy  municipal  expenditures  do  not  add 
indirectly  as  much  to  the  value  of  the  taxable  property 
of  the  city  as  do  the  direct  improvements.  This  limit 
upon  the  borrowing  power,  however,  is  placed  upon  the 
city  chiefly  for  the  purpose  of  making  sure  that  the  tax- 
ation will  not  have  to  be  raised  to  an  excessive  point  in 
order  to  provide  sufficient  revenue  to  meet  the  city's 
obligations. 

The  provision  of  the  Massachusetts  act  requiring  the 
approval  of  every  loan  by  a  popular  vote  is  practically 
universal  at  the  present  time.     This   requirement   is 
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based  upon  the  theory  that  the  city  cannot  trust  its 
officers  to  borrow  the  money,  and  that  a  popular  elec- 
tion is  necessary  as  a  check  against  placing  foolish 
mortgages  upon  the  city's  income. 

The  second  section  of  the  act  is  perhaps  the  most 
important  to  the  holders  of  the  bonds.     It  provides  the 
method  by  which  the  interest  and  the  sinking  fund  are  to 
be  secured.     This  in  reality  is  the  real  security  of  the 
bondholders.     The  city  is  obliged  to  raise  money  to 
pay  interest  and  it  is  also  obliged  to  raise  money  to 
create  a  sinking  fund.     A  sinking  fund,  as  explained 
in  Corporation  Finance,  is  a  device  by  which  through 
annual  contributions  a  fund  may  be  accumulated  in 
one  of  several  ways,  sufficient  in  amount  to  retire  the 
bonded  debt  of  the  corporation  by  the  time  of  its  ma- 
turity.    If  a  city  should  fail  to  levy  a  sufficient  amount 
of  taxes  to  keep  up  its  sinking  fund  obligation  any 
bondholder  or  citizen  can  go  into  court  and  secure  a 
mandamus  forcing  the  city  to  levy  a  tax  to  raise  suffi- 
cient money  to  comply  with  the  provisions  of  the  law. 
125.  Restrictions  vary  in  different  states. — ^^It  is  unfor- 
tunate for  the  investor  that  the  restrictions  on  munici- 
pal bond  issues  in  the  various  states  are  not  identical. 
It  will  be  found  that  the  states  in  the  west  are  much 
less  strict  in  regulating  the  municipalities  and  do  not 
provide  such  a  narrow  debt  limit.     The  type  of  the 
Western  regulation  is  illustrated  by  the  provisions  in 
Kansas.     The  state  constitution  declares  that,  "Provi- 
sions shall  be  made  by  general  law  for  the  organization 
of  cities,  towns  and  villages;  and  their  power  of  taxa- 
tion, assessment,  borrowing  money,  contracting  debts 
and  loaning  their  credit  shall  be  so  restricted  as  to  pre- 
vent the  abuse  of  such  power."     The  legislature  has 
carried  out  the  obligation  imposed  by  the  state  con- 
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stitution  by  passing  a  great  mass  of  legislation  making 
necessary  an  extended  search  in  order  to  judge  of  the 
legality  of  any  particular  issue.  The  act  of  1909,  for 
example,  provides  that  cities  of  the  first  class  having  a 
population  of  50,000  or  more  shall  not  create  a  debt 
exceeding  five  per  cent,  of  the  assessed  value  of  taxable 
property — special  improvement  and  sewer  bonds  to  be 
considered  outside  this  limit.  The  act  further  provides 
that  the  total  bonded  debt,  including  special  improve- 
ment bonds  shall  not  exceed  ten  per  cent,  of  the  assessed 
value. 

This  type  of  regulation,  which  is  likely  to  be  con- 
stantly changed  by  the  legislature,  is  not  favored  by 
bankers  and  investors.  Of  course,  no  subsequent  law 
could  be  made  to  work  hardship  upon  the  holders  of 
bonds  previously  issued,  nevertheless  the  instability  and 
complexity  of  legislation  requires  unusual  care  and  dil- 
igence from  all  concerned. 

Most  states  specifically  provide  either  in  their  con- 
stitution or  by  legislation  that  the  state  is  not  to  be 
bound  by  the  debts  of  the  municipalities.  The  provi- 
sion of  the  Pennsylvania  constitution  covering  this 
point  will  serve  as  an  illustration: 

"The  Commonwealth  shall  not  assume  the  debt,  or 
any  part  thereof,  of  any  city,  county,  borough  or  town- 
ship, unless  such  debt  shall  have  been  contracted  to 
enable  the  State  to  repel  invasion,  suppress  domestic 
insurrection,  defend  itself  in  time  of  war,  or  to  assist 
the  State  in  the  discharge  of  any  portion  of  its  present 
indebtedness." 

126.  Effect  of  restrictions. — The  effect  of  these  rigid 
restrictions  is  very  fortunate  from  the  standpoint  of 
the  city.  From  the  standpoint  of  the  buyers  of  bonds 
it  leaves  much  to  be  desired.     The  law  universally 
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holds  that  where  the  city  has  exceeded  the  limitation  in 
the  amount  of  debt  or  has  failed  to  follow  carefully  the 
procedure  laid  down  by  law,  the  bonds  thus  irregularly 
issued  shall  be  invalid.  As  a  consequence  the  buyers 
of  municipal  bonds  must  exercise  extreme  care  to  as- 
certain that  their  issue  has  been  regular.  In  the  case 
of  a  private  corporation  the  investor  has  little  or  noth- 
ing to  do  with  the  internal  regulations  of  the  corpora- 
tion. A  private  corporation  is  authorized  to  borrow 
money  pledging  its  real  and  personal  property  as  se- 
curity for  the  debt.  The  by-laws  of  the  corporation 
may  provide  all  sorts  of  restrictions  upon  the  issue  of 
obligations  but  the  bondholder  need  have  little  concern 
about  them.  In  the  case  of  the  municipality  the  cus- 
tomer is  chargeable  with  knowledge  of  the  legal 
limitations  under  which  these  bonds  must  be  issued. 
Therefore  if  he  buys  municipal  bonds  he  buys  them  at 
his  own  risk  and  he  cannot  consider  himself  safe  unless 
he  is  satisfied  of  the  legality  of  the  issue  of  the  bonds. 
An  illustration  of  the  sort  of  difficulty  which  some- 
times arises  is  furnished  by  the  bonds  issued  by  the  city 
of  Troy  in  1905.  The  entire  issue  of  $59,000  was  pur- 
chased by  a  firm  of  New  York  bankers.  After  the 
award  had  been  made  the  banking  firm  refused  to  take 
the  bonds,  upon  the  advice  of  counsel,  on  the  ground 
that  an  irregularity  had  occurred.  They  pointed  to  a 
clause  in  the  law  which  states  that 

The  common  council  may,  by  and  with  the  advice  and  consent 
of  the  Board  of  Estimate  and  Apportionment,  fix  and  determine 
the  amount  and  proportion  of  the  expense  which  shall  be  borne 
by  the  city  at  large  for  opening,  altering,  grading,  curbing  or 
paving  a  street,  or  for  constructing  a  public  sewer.  Such 
amount  may  be  raised  by  the  City  by  the  issuing  of  its  bonds 
in  accordance  with  the  provisions  of  Section  26  of  this  act,  as 
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shall  be  determined  by  the  Board  of  Estimate  and  Apportion- 
ment. 

The  difficulty  concerned  the  opening  of  three  streets 
which  were  among  the  improvements  for  which  the 
bonds  were  to  be  issued.  At  the  time  the  bonds  were 
sold  the  Common  Council  had  not  fixed  and  deter- 
mined the  amount  which  should  be  apportioned  for  this 
purpose  nor  had  it  calculated  the  share  of  the  cost  of 
opening  the  streets  which  the  city  was  to  bear.  The 
ordinance  apportioning  the  cost  had  been  prepared 
but  had  not  been  passed.  As  a  consequence  this  slight 
flaw  was  held  by  the  counsel  of  the  banking  house  to 
make  the  entire  issue  irregular,  though  the  ordinance 
might  have  passed  at  a  later  time. 

127.  Opinions  concerning  legality  of  the  issue, — 
Every  bond  house,  before  actually  settling  for  bonds, 
secures  the  opinion  of  one  or  more  eminent  lawyers  con- 
cerning the  legality  and  validity  of  the  issue.  Usually 
the  most  prominent  lawyers  in  the  community  are  re- 
tained for  this  work.  If  they  find  anything  question- 
able the  entire  transaction  is  checked.  This  lengthy 
and  elaborate  investigation  is  so  cumbersome  and  ex- 
pensive that  many  suggestions  have  been  made  for 
expediting  and  simplifying  the  issues  of  municipal 
bonds.  One  of  these  recommends  that  the  Attorney 
General  of  the  state  shall  be  required  by  law  to  make 
this  legal  investigation  of  every  municipal  bond  issue. 
His  approval  would  then  be  endorsed  on  the  face  of 
every  bond  which  was  issued  by  a  city,  county,  town- 
ship or  school  district.  If  this  were  done  the  munici- 
pal subdivisions  would  be  stopped  from  later  denying 
the  validity  of  the  obligation. 

128.  Who  buys  municipal  bonds? — Municipal  bonds 
are  very  seldom  sold  direct  to  the  people  who  finally 
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purchase  them  for  investment.  They  are  ahnost  uni- 
versally sold  by  the  city  to  private  bankers  who  later 
dispose  of  them  to  their  customers.  There  have  been 
numerous  attempts  to  sell  municipal  bonds  directly  to 
the  public  but  the  efforts  have  rarely  been  very  success- 
ful. The  first  disadvantage  of  a  direct  sale  of  bonds 
is  the  large  added  expense  due  to  the  extra  book-keep- 
ing necessitated  by  selling  bonds  in  small  lots.  The 
second  difficulty  arises  from  the  fact  that  a  large  pro- 
portion of  the  buyers  put  up  a  small  percentage  of  the 
price  at  the  time,  hoping  to  sell  the  bonds  at  higher 
prices.  If  their  hopes  are  not  realized  the  city  is  likely 
to  find  that  they  will  forfeit  the  deposit  and  fail  to  take 
the  bonds.  As  a  consequence  the  issues  are  usually 
sold  in  large  blocks  to  one  or  more  bond  houses  who 
are  the  highest  bidders. 

129.  The  bond  houses'  tests, — The  tests  which  a  bond 
house  applies  to  any  particular  issue  which  may  be 
offered  can  be  grouped  under  the  fo-lo    ing  heads: 

1.  The  legality  of  the  bond. 

2.  The  financial  condition  of  the  city. 

3.  The  standing  of  the  city. 

4.  The  supply  and  demand  for  the  bonds. 

5.  The  yield  on  the  bonds. 

The  first  consideration  is  the  legality  of  the  issue. 
The  distinguished  counsel  to  whom  this  question  is  re- 
ferred furnishes  a  statement  to  the  bond  house.^  He 
passes  upon  the  legality  of  the  bonds  after  having 
collected  and  examined  information  concerning  the  fol- 
lowing matters : 

1.  Authorization 

(a)   Is  the  city  permitted  by  its  charter  to  issue 
the  bonds? 

VII— 13 
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(b)  Have  the  legal  steps  been  properly  taken 
by  the  city,  such  as  the  passage  of  an 
ordinance  by  council  and  its  approval  by 
the  chief  magistrate? 

^(c)  Have  the  bonds  been  properly  authorized  at 
a  municipal  election? 

'(d)  Has  the  sale  of  the  bonds  been  properly  ad- 
vertised, fulfilling  every  requirement? 

'(e)  Have  the  bids  been  kept  secret  and  has  the 
award  been  made  to  the  highest  bidder? 

2.  Is  the  amount  of  the  issue  within  the  limits  set  by 
statute? 

3.  Is  the  form  of  the  instrument  such  that  the  city 
cannot  escape  responsibility  by  any  technicality  or  slip 
in  the  wording  of  the  instrument? 

4s,  Have  the  present  bonds,  or  any  bonds  which  it  is 
proposed  by  1  e  city  to  refund,  ever  been  subject  to 
litigation?  T  d  the  city  ever  seek  to  repudiate  its 
obligations  ? 

In  determining  the  legality  of  the  issue  one  of  the 
most  important  questions  which  must  be  considered  is 
the  financial  position  of  the  city.  The  limit  on  the 
amount  of  bonds  which  the  city  can  issue  is  usually  pro- 
portioned to  the  assessed  valuation  of  the  real  property 
contained  within  its  boundaries.  The  question  of  the 
total  assessment  therefore  and  the  legality  of  the  method 
by  which  it  was  made  must  be  investigated.  In  most 
cities  the  assessments  on  real  property  are  usually  be- 
low its  actual  value.  The  relation  of  the  bonded  debt 
to  the  assessments  in  1908  in  our  larger  cities  is  shown 
by  the  following  table: 
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Bonded  Water  Sinking     Estimated  Bonded 

Cities  Debt  Debt  Fund         Popula-  Debt  Per 

tion        Capita 

New  York    $928,628,345  $66,443,701  $198,462,063  4,422,685  $165.09 

Chicago     25,958,000  3,520,000  3,642,919  2,137,000  10.44 

Philadelphia     ...  84,921,720  8,077,800  1,500,000  51.22 

St.  Louis    19,427,178  4,500,000  310,860  751,112  25.45 

Boston     108,484,606  4,253,000  35,918,414  618,310  117.36 

Baltimore    46,756,283  8,914,000  17,519,484  543,034  53.84 

San  Francisco  ..  6,729,100  244,800  487,500  13.30 

Detroit    8,794,000  940,000  2,650,989  400,000  15.35 

Cleveland    30,309,261  5,091,000  2,200,065  500,000  56.21 

Buffalo    21,236,342  5,621,632  2,392,828  400,000  47.11 

Milwaukee    9,736,250  141,250  829,250  365,000  24.40 

Cincinnati 47,143,743  10,894,300  6,665,552  473,070  85.56 

Pittsburg    34,884,040  10,577,200  11,347,376  564,322  41.70 

130.  Investors  need  not  worry  about  city's  income, — 
An  investor  in  the  securities  of  municipal  corporations, 
unlike  those  who  put  their  money  into  private  corpora- 
tions, does  not  have  to  give  much  concern  to  the  income 
of  the  city.  The  buyer  of  a  railroad  bond,  for  example, 
would  make  a  careful  study  in  order  to  assure  himself 
that  the!  railroad  will  at  all  times  earn  a  sufficient 
amount  to  pay  the  interest  on  its  total  indebtedness. 
This  question  in  the  case  of  a  municipality  is  not  very 
pressing.  The  income  of  the  city  is  reasonably  steady. 
It  is  not  affected  by  financial  depressions,  for  the  taxes 
are  the  same  in  good  years  as  in  bad  years.  Moreover, 
the  amount  of  tax  which  shall  be  levied  is  an  arbitrary 
matter  which  can  be  changed  from  time  to  time.  If 
a  certain  tax  rate — say  for  example  $1.50  per  $100 — 
is  not  sufficient  to  produce  the  amount  of  revenue  neces- 
sary to  conduct  the  city  government  and  meet  its  finan- 
cial obligations,  the  city  authorities  have  the  power  to 
increase  the  tax  rate  to  such  an  amount  as  will  give  them 
the  necessary  revenue.  In  fact  we  have  seen  that  a 
failure  on  their  part  to  do  so  would  immediately  give 
an  interested  party  the  right  to  force  them  through 
the  intervention  of  the  courts,  to  raise  a  sufficient  sum 
of  money. 
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131.  Bondholders'  remedies. — The  bonds  of  a  munic- 
ipality are  really  a  first  mortgage  upon  all  the  realty 
within  its  limits.  There  has  never  been  a  case  where 
bondholders  have  been  forced  to  seize  the  property 
and  sell  it  in  order  to  collect  their  claims.  They  can, 
however,  force  the  city  to  raise  a  sufficient  amount  of 
money  to  pay  the  interest  upon  the  obligations  and 
retire  them  slowly  through  the  operation  of  the  sinking 
fund.  The  real  estate  of  the  community  therefore  is 
directly  responsible  for  the  bonded  debt  of  the  city 
because  looked  to  for  the  contribution  of  a  sufficient 
sum  in  the  shape  of  taxes  to  meet  the  city's  obligations. 
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New  York  ....  $6,722,415,789  89  $7,553,276,167  $928,628,345  12 

Chicago    344,499,953  20  1,722,499,765  25,958,000  1 

Philadelphia    ..  1,315,269,657  85  1,547,376,067  84,921,720  5 

St.   Louis     435,987,460  65  670,749,932  19,427,178  2 

Boston    1,082,405,300  100  1,082,405,300  108,484,606  9 

Pittsburg 698,701,156  85  822,000,000  34,884,040  4 

San   Francisco.  349,511,992  60  582,519,986  6,729,100  1 

Baltimore     325,723,818  100  325,723,818  46,756,283  14 

Cincinnati    192,392,530  60  320,654,200  47,143,743  15 

Detroit   241,373,710  80  301,717,137  8,794,000  2 

Cleveland 184,165,470  40  460,413,675  30,309,261  7 

Buffalo    269,469,620  100  269,469,620  21,236,342  8 

132.  Effect  of  repudiation  upon  city's  credit, — The 
next  concern  is  whether  there  has  ever  been  repudia- 
tion by  the  city  or  municipality  which  is  issuing  the 
bonds.  Inquiry  is  made  to  ascertain  whether  the  city 
has  ever  defaulted  in  the  payment  of  any  previous 
obligation.  This  matter  is  usually  covered  in  the  legal 
opinion,  for  such  default  would  be  a  matter  of  record. 
If  the  town  has  ever  repudiated  or  attempted  to  evade 
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its  debt,  it  secures  a  bad  reputation  and  usually  cannot 
find  a  bidder  for  future  issues.  A  municipal  corpora- 
tion, very  much  like  an  individual,  is  judged  by  the 
company  it  keeps  and  a  city  situated  in  a  region  where 
personal  and  official  obligations  are  held  in  slight  regard 
is  apt  to  suffer  financially  when  it  wishes  to  issue  bonds. 
In  this  connection  it  is  well  to  inquire  whether  the  state 
laws  favor  the  creditor  or  the  debtor.  Western  cities 
have  suffered  in  their  credit  from  the  laxity  of  their 
collection  legislation  which  makes  it  difficult  in  many 
cases  for  the  debtors  to  collect  their  claims. 

The  distance  of  the  city  from  the  investing  centers 
is  another  factor  affecting  its  credit.  This  has,  of 
course,  no  connection  with  its  financial  honesty.  It  is 
a  fact,  however,  that  most  men  prefer  to  invest  their 
money  near  home  and  when  they  invest  in  a  distant 
locality  they  seek  extra  compensation  through  higher 
interest  rates. 

133.  State  of  the  market  and  the  rate  of  interest, — 
The  next  thing  to  affect  the  salability  of  the  bonds  is 
the  state  of  the  bond  market  and  the  supply  and  demand 
for  the  bonds  of  this  particular  city.  The  condition  of 
the  municipal  bond  market,  like  that  for  other  securi- 
ties, varies  greatly  at  different  times.  Business  stagna- 
tion usually  greatly  depresses  the  demand  for  these 
securities  while  prosperity,  on  the  other  hand,  makes 
for  a  ready  market.  Municipal  bonds  are  bought 
largely  by  savings  banks.  In  periods  of  depression  de- 
positors in  these  institutions  are  forced  to  draw  upon 
their  savings  in  order  to  meet  their  financial  obligations. 
A  boom  will  also  frequently  affect  unfavorably  the 
demand  from  these  institutions.  One  of  the  most  un- 
favorable phenomena  of  a  boom  is  the  reckless  specula- 
tion that  occurs  in  wild  cat  industrial  and  mining  stock. 
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This  worthless  stuff  is  largely  bought  by  poor  people 
who  take  their  money  out  of  the  savings  bank  where 
it  yields  a  small  but  certain  rate  of  return  and  foolishly 
put  it  into  these  ventures  in  the  hope  of  realizing  their 
glittering  dreams. 

Again  a  general  rise  in  the  interest  rate  invariably 
affects  municipal  bonds  because  investors  tend  to  take 
other  classes  of  securities  which  are  offering  larger  re- 
turns. The  active  demand  for  money  by  railroad  and 
industrial  enterprises  for  the  extension  of  their  plants 
causes  a  jump  in  the  interest  rate.  The  city  under 
such  conditions  is  forced  to  follow  the  advance  to  a 
considerable  degree  by  raising  the  rates  on  their  bond 
issue.  The  yield  on  municipal  bonds  is  therefore  a 
varying  quantity  not  only  between  different  cities  whose 
financial  standing  is  dissimilar  but  in  the  various  issues 
in  the  same  city.  When  a  city  contemplates  borrow- 
ing money  it  is  the  usual  custom  for  the  members  of  the 
Finance  Committee  of  Council,  or  whatever  body  may 
have  this  work  in  charge,  to  consult  with  well  informed 
bankers  who  outline  the  terms  under  which  the  bonds 
should  be  offered.  If  this  is  done  and  the  city's  credit 
is  good  there  is  usually  no  difficulty  in  selling  the 
securities.  If  the  advice  of  the  banker  is  bad  and  the 
interest  rate  is  made  higher  than  might  suffice,  no  harm 
results,  for  the  bonds  are  usually  sold  through  compet- 
itive bidding  and  hence  bring  a  price  considerably 
above  par.  The  city,  therefore,  secures  a  larger  sum 
of  money  than  it  promises  to  return  in  their  redemption. 
In  this  way  the  excessive  interest  is  offset  by  the  in- 
creased amount  which  is  received  in  the  first  instance. 

Municipal  bonds,  when  legally  issued,  are  an  exceed- 
ingly safe  investment.  As  a  consequence  they  are 
eagerly  sought  after  and  sell  at  favorable  rates    rang- 
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ing  usually  from  three  per  cent,  to  four  per  cent.  The 
market  for  municipal  bonds  is  chiefly  among  those 
institutions  and  investors  who  desire  safety  of  principal 
and  who  are  willing  to  sacrifice  something  in  the  way 
of  return  in  order  to  be  certain  of  this  point.  The 
bonds  do  not  appeal  to  the  average  small  investor  be- 
cause of  the  low  rate  of  return. 


CHAPTER  XVI 

RAILROAD  BONDS 

134.  Popularity  of  railroad  securities, — There  were 
in  1909  more  than  sixteen  biUions  of  securities  outstand- 
ing against  the  railroads  of  this  country;  $7,641,913,000 
were  stocks  and  $8,788,519,000  were  bonds.  Upon  the 
stocks  there  was  paid  $237,565,478  in  dividends  and 
upon  the  bonds  the  railroad  companies  distributed  in 
that  year  $304,475,354.  Of  course  all  of  these  securi- 
ties are  not  good  investments,  but  as  a  class  they  rank 
high,  and  the  fact  that  perhaps  two  milhon  different 
individuals  and  institutions  own  them  is  indicative  of 
their  popularity.  There  are  well  defined  reasons  why 
railroad  securities,  and  especially  the  bonds,  which  not 
only  rank  ahead  of  the  stocks  but  possess  a  better  record 
as  income  payers,  should  meet  with  favor.  These  rea- 
sons may  be  briefly  summarized  under  four  heads. 

1.  As  the  income  of  private  corporations  depends 
not  upon  taxes  but  upon  earnings,  stabihty  of  earning 
power  is  highly  important.  The  revenues  of  railroads 
are  subject  to  less  variation  and  are  less  affected  by 
changing  business  conditions  than  are  the  earnings  of 
any  other  form  of  industry.  In  other  industries  wide 
fluctuations  are  experienced  between  the  earnings  of 
years  of  prosperity  and  years  of  depression,  and  there- 
fore the  obligations  of  corporations,  the  earnings  of 
which  may  be  reasonably  reflected  by  varying  business 
conditions,  cannot  be  said  to  constitute  as  conservative 
investments  as  railroad  securities. 
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In  1904,  the  United  States  experienced  a  slight  busi- 
ness reaction  which  did  not  begin  to  approach  the 
conditions  of  1907,  and  yet  there  was  a  marked  decline 
in  the  earnings  of  the  industrial  corporations:  The 
United  States  Steel  Corporation  showed  earnings 
(gross) : 

1903 $536,000,000 

1904 443,000,000 

and  net  earnings : 

1903 109,000,000 

1904 73,000,000 

The  gross  earnings  had  declined  17  per  cent  and  the  net 
earnings  33  1-3  per  cent  in  a  year  of  a  very  moderate 
business  reaction.  Let  us  turn  to  the  Lake  Shore  and 
^Michigan  Southern  Railroad. 

For  1903,  the  gross  earnings  were $34,000,000 

For  1904 35,000,000 

The  net  earnings  showed  a  drop  of  about  $40,000. 
The  aggregate  gross  earnings  of  all  the  railroads  in  the 
United  States  increased  shghtly  in  1904;  also  the  net 
earnings,  although  this  was  due  more  to  an  increase 
in  mileage  than  to  an  increase  in  the  business  of  exist- 
ing lines.  Some  of  the  lines  which  were  heavily 
bonded  showed  decreases,  because  the  proportion  of  the 
earnings  they  could  save  was  not  large  in  comparison 
with  the  amount  used  up  in  payment  of  fixed  charges. 
2.  The  personal  element  does  not  figure  largely  in 
the  management  of  a  railroad;  railroads  are  such  great 
machines  that  even  an  incapable  man  at  the  head  does 
not  necessarily  mean  that  the  property  is  going  to  run 
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down.  A  great  many  of  our  industrial  corporations 
are  dependent  for  their  success  upon  one  man  or  group 
of  men,  and  should  they  sell  out  or  die,  it  would  prob- 
ably seriously  affect  the  success  of  those  corporations. 
We  do  not  feel  the  same  way  about  a  railroad.  The 
president  of  the  Pennsylvania  might  die  to-morrow  and 
business  would  go  on  the  same  as  before. 

3.  Railroads  are  great  corporations  of  vital  public 
necessity  and  importance  and  must  continue  in  opera- 
tion even  when  bankrupt  and  in  the  hands  of  a  receiver. 
Manufacturing  plants  usually  shut  down  when  the 
company  becomes  bankrupt,  but  not  so  with  the  rail- 
roads. 

4.  Railroads  possess  valuable  physical  property. 
Many  manufacturing  concerns  depend  largely  upon 
patents  or  the  unusual  personal  skill  of  their  officers 
or  employes  for  success,  but  the  railroads  always  own 
a  vast  amount  of  real  property  and  frequently  include 
among  their  holdings  land  in  cities  which  is  of  far 
greater  value  than  when  it  was  originally  acquired.  In 
the  case  of  western  companies  a  large  amount  of  land 
was  given  them  by  the  government  years  ago  before 
property  in  that  part  of  the  country  was  esteemed  of 
any  value.  The  investing  public  has  heard  much  of 
the  valuable  terminal  and  other  real  estate  holdings 
which  the  railroads  possess  and  is  therefore  partial  to 
railway  securities  as  compared  with  those  of  manufac- 
turing concerns,  which  may  lose  an  all  important  patent 
through  litigation,  or  those  of  mining  companies,  whose 
entire  bed  of  ore  may  give  out.  The  property  held  by 
the  railroads,  it  is  well  known,  is  sure  to  increase  in  value 
as  time  goes  on.  Men  always  like  to  see  what  they 
own  and  it  is  a  well  recognized  fact  that  many  share- 
holders in  our  large  railway  companies  live  along  the 
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line  of  the  road,  the  sight  of  a  fine  roadbed  inducing 
them  to  purchase  the  company's  securities. 

135.  Factors  which  determine  the  value  of  railroad 
bonds. — It  is  impossible  in  the  compass  of  a  few  chap- 
ters to  consider  all  the  factors  which  determine  the  value 
of  railroad  securities,  but  naturally  the  companies  whose 
securities  are  most  eagerly  sought  for,  are  those  of  the 
established  roads,  running  through  thickly  populated 
sections  of  the  country.  The  history  of  these  corpora- 
tions goes  back  through  periods  of  adversity  and  periods 
of  prosperity,  and  they  have  attained  to  a  position  of 
such  strength  and  stability  that  they  may  be  relied  upon 
to  weather  all  storms  which  from  time  to  time  upset  the 
business  world.  Such  corporations  have  passed  the  ex- 
perimental stage  and  their  record  for  the  past  gives  an 
assurance  for  the  future.  Such  roads  have  no  fear  of 
competition,  because  in  thickly  populated  sections  it  is 
more  difficult  than  in  others  to  obtain  rights  of  way, 
franchises,  etc.  It  may  be  pointed  out  that  the  Erie 
railroad  is  so  situated  and  yet  it  does  not  enjoy  a  very 
high  credit;  this  is  the  case  because  it  is  bonded  out  of 
all  proportion  to  its  earning  power  and  assets.  A  road 
must  therefore  be  well  situated  and  moderately  bonded. 
Although  the  older  roads  enjoy  the  best  credit  the 
modern  tendency  toward  consolidation  is  improving 
the  investment  position  of  many  of  the  newer  and 
smaller  companies.  Discussing  this  point  Frederick 
Lownhaupt,  author  of  "Investment  Bonds,"  has  this  to 
say: 

The  notable  fact  of  the  past  decade  has  been  the  concentration 
of  control,  so  that  now  barely  20  per  cent  of  the  whole  remains 
in  an  independent  position.  Everywhere  has  been  a  knitting 
together  of  lines,  so  that  as  a  result  of  this  movement  the  rail- 
ways are  now  a  homogeneous  body,   and  destined  to  become 
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even  more  compact  before  another  ten  years  shall  have  passed. 
The  community  of  interest  movement  of  ten  years  ago  unfortu- 
nately developed  some  abuses  of  railway  credit,  so  that  its  after- 
effects were  the  signal  for  widespread  legislative  and  political 
attacks  during  the  past  three  years.  Conditions  are  now  rap- 
idly righting,  and  this  movement  against  the  railroads  has 
about  spent  its  force. 

Their  credit  is  more  firmly  established  than  ever ;  their  physical 
condition  is  being  developed  and  improved,  and  strong  financial 
and  traffic  alliances  are  being  consummated  every  short  while. 

136.  Value  depends  upon  type  or  form  of  the  obliga- 
tion,— Railroad  bonds  vary  in  security  not  only  with  the 
strength  of  the  issuing  corporation,  but  also  with  the 
form,  or  type,  of  the  obligation.  One  railroad  may 
have  bonds  outstanding  of  different  merit.  Many 
railroad  bonds  are  very  similar  to  real  estate  mortgages ; 
that  is,  they  are  secured  by  a  mortgage  or  lien  on  certain 
property.  Some  bonds  are  merely  promises  to  pay  and 
are  unsecured.  The  value  of  a  bond  depends  primarily 
upon  the  margin  of  the  security  over  the  amount  of  the 
mortgage  securing  the  bond.  In  real  estate,  if  a  piece 
of  property  is  worth  $100,000,  a  $25,000  mortgage 
secured  by  that  property  is  a  pretty  safe  investment. 
And  so  it  is  in  railroad  bonds,  though  there  is  more  to 
the  matter  than  the  mere  value  of  the  property,  because 
in  the  case  of  railroad  bonds  value  is  pretty  largely 
established  by  the  earnings  of  the  property,  whereas  this 
is  not  at  all  the  case  in  a  real  estate  mortgage.  You 
may  have  a  piece  of  unimproved  property  that  is  earn- 
ing nothing  and  yet  you  have  a  good  security,  but  it 
is  very  seldom  that  we  have  railroad  property  earning 
nothing  that  has  any  value.  One  piece  of  property 
may  have  securities  against  it  of  different  merit ;  that  is 
to  say,  there  may  be  a  first,  second  or  third  mortgage 
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upon  the  property.  Thus  it  is  with  a  railroad.  Or- 
dinarily, it  may  be  said  those  securities  which  lie 
closest  to  the  road,  are  the  safest.  Bonds,  the  security 
for  which  is  a  first  claim  on  the  earnings  and  assets 
of  the  corporation,  naturally  outrank  those  the  claim 
for  which  is  inferior. 

137.  Types  of  railroad  bonds — first  mortgage. — In 
the  volume  on  Corporation  Finance  the  main  types  of 
bonds  are  discussed  from  the  point  of  view  of  the  issu- 
ing corporation.  The  following  discussion  relates  to 
their  investment  characteristics  and  is  adapted  from  a 
lecture  by  Allen  G.  Hoyt,  of  the  bond  house  of  N.  W. 
Halsey  &  Company,  before  the  New  York  University 
School  of  Commerce,  Accounts  and  Finance: 

These  are  a  first  lien  on  the  earnings  of  the  road,  and  in  case 
of  trouble,  a  first  lien  on  the  physical  property  of  the  road.  If 
we  had  first  mortgage  bonds  which  were  a  first  mortgage  on  the 
entire  system,  at  a  moderate  rate  per  mile,  there  would  not  be  any 
question  as  to  the  security.  As  a  matter  of  fact,  most  of  our 
railroads  represent  the  growth  and  combination  of  several  sys- 
tems, so  that  we  may  have  a  first  mortgage  on  various  parts  of 
the  road  and  perhaps  second  or  third  mortgages  on  other  parts 
of  the  system ;  practically  in  no  important  bond  do  we  find  it  to 
be  a  first  mortgage  on  the  entire  property.  The  value  of  the 
bonds,  therefore,  depends  upon  the  importance  and  earning 
power  of  that  particular  part  of  the  road. 

Bonds  are  secured  by  a  deed  of  trust,  under  which  the  road 
is  conveyed  to  a  trustee  to  be  held  in  trust  for  the  benefit  of 
the  bondholders ;  this  corresponds  to  the  mortgage  and  is  often 
so  called.  The  road  is  pledged  as  security  for  the  loan  which 
is  represented  by  the  bonds,  and  as  long  as  the  interest  is  paid 
promptly,  the  stockholders,  being  the  owners  of  the  road  are 
allowed  to  manage  and  operate  it.  The  trustee,  to  whom  the 
road  is  conveyed,  has  the  beneficial  interest  only,  and  has  no 
voice  in  the  management  of  the  property.     If  there  is  a  de- 
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fault,  either  in  the  payment  of  interest  or  the  payment  of  the 
principal  at  maturity,  the  trustee  may  proceed  to  foreclose,  to 
take  possession  of  the  road,  have  a  receiver  appointed  or  what- 
ever action  may  be  permitted  by  the  court  in  the  protection  of 
the  bondholders'  interests.  Usually,  the  first  step  is  to  have 
a  receiver  appointed,  and  if  it  is  then  found  impossible  to  pay 
the  defaulted  interest,  the  trustee,  on  behalf  of  the  bondholders, 
petitions  for  a  foreclosure  and  a  sale  is  made.  In  such  a  case, 
the  rights  of  the  first  mortgage  bondholders  are  superior  to  any 
other  creditors,  except  possibly  holders  of  receiver's  certificates, 
if  such  have  been  issued.  If  the  road  for  any  cause  is  taken  away 
from  the  stockholders,  and  operated  by  a  receiver  appointed  by 
the  court,  the  earnings,  so  far  as  practicable,  must  be  applied 
to  the  payment  of  the  first  mortgage  bondholders ;  if  the  road  is 
sold  at  auction,  the  claims  of  the  first  mortgage  bondholders 
take  precedence  over  the  claims  of  any  other  creditors. 

138.  Duties  of  trustee. — In  case  of  default,  providing  such  de- 
fault lasts  six  months,  the  lien  by  which  the  bonds  are  secured 
is  made  effective  by  action  on  the  part  of  the  trustee.  In  modem 
railroad  mortgages,  a  trust  company  is  usually  designated  as 
trustee.  The  rights  of  the  trustee  are  fully  set  forth  in  the 
deed  of  trust,  and  it  is  important  that  sufficient  power  be 
given  him,  or  it,  to  take  whatever  action  may  be  necessary  to 
protect  the  bondholders.  A  deed  of  trust  is  a  very  important 
instrument  from  the  bondholders'  point  of  view.  It  is  important 
that  under  this  deed  of  trust,  provision  be  made  for  compelling 
the  trustee  to  act  in  case  he  is  negligent.  Provision  should  also 
be  made  for  the  removal  of  the  trustee  and  appointment  of 
another,  should  the  interests  of  the  bondholders  require  it.  Rail- 
road bonds  are  usually  put  on  the  market  through  the  medium  of 
private  banking  firms,  and  it  is  the  duty  of  these  bankers  when 
purchasing  such  bonds,  to  attend  to  the  drawing  of  the  mort- 
gage and  deed  of  trust,  and  take  care  that  all  provisions  are 
inserted  that  are  necessary  to  make  the  bonds  as  secure  as  pos- 
sible. Our  more  important  banking  houses  recognize  this  duty, 
and  employ  counsel  to  examine  the  bonds  before  bringing  them 
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out.     The  investor  can  usually  discover  any  serious  omission  by 
an  examination  of  the  bonds. 

It  is  interesting  to  note,  in  connection  with  the  statement  as  to 
the  provision  usually  found  in  mortgages  that  only  in  case  of 
default  lasting  for  six  months  or  more  shall  the  entire  debt  be 
declared  due,  that  in  the  case  of  a  very  large  issue  of  United 
States  Steel  sinking  fund  5's,  the  debt  does  not  become  due  until 
there  has  been  a  default  in  interest  lasting  for  two  years.  I 
presume  that  in  making  this  mortgage  bankers  realized  the  steel 
trade  is  subject  to  periods  of  depression,  but  that  these  do  not 
last  very  long,  and  it  would  be  better  for  the  bondholders  them- 
selves in  case  of  default  not  to  have  the  property  managed  by  a 
receiver  and  sold  at  auction  unless  the  case  was  so  serious  as  to 
prevent  the  payment  of  interest  for  two  years.  I  think  that 
would  be  too  long  a  period  in  the  case  of  railroad  bonds.  In 
the  case  of  public  service  corporations  it  is  usually  required  that 
the  default  last  not  longer  than  90  days  before  the  entire  debt 
becomes  due  and  foreclosure  may  be  asked  for. 

139.  Divisional  and  branch  mortgage  bonds, — Many  of  our 
railroads  have  different  parts  of  their  lines  covered  by  different 
mortgages.  There  are  divisional  first  mortgage  bonds,  first 
mortgage  bonds  on  branches,  mortgage  bonds  on  terminals,  and 
many  others.  The  security  of  such  bonds  depends  upon  the 
earning  power  or  value  of  the  particular  part  of  the  system  by 
which  they  are  secured.  In  the  case  of  terminals,  although  we 
have  no  earning  power,  there  is  great  value  attached  to  them 
because  the  terminals  are  most  essential  to  the  operation  of  the 
road.  There  is  often  no  more  important  part  of  a  road  than  its 
terminals,  which  are  usually  situate  in  large  cities  where  heavy 
traffic  originates  or  terminates. 

140.  General  mortgage  bonds. — A  number  of  securities  of 
this  class  were  issued  during,  or  following,  the  business  depres- 
sion from  1890  to  1896,  when,  as  a  result  of  reckless  railroad 
financing  many  railroads  were  forced  into  the  hands  of  receivers. 
The  general  mortgage  bonds  were  secured  by  a  general  or 
blanket  mortgage  on  all  the  property  of  the  company ;  the  lien, 
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however,  being  subject  to  the  first  or  other  underlying  mort- 
gages. Most  of  these  bonds  bore  from  4  per  cent  to  5  per  cent 
interest,  and  as  a  result  of  the  reorganizations  which  occurred, 
the  holders  of  the  secondary  or  junior  bonds  bearing  from  6 
per  cent  to  7  per  cent  were  obliged  to  take  these  4  per  cent 
bonds  in  exchange  for  them.  The  result  of  this  was  to  reduce 
the  interest  charges  so  as  to  bring  them  within  the  amount  which 
it  was  anticipated  the  road  could  earn.  In  some  cases  it  was 
found  possible  to  issue  an  additional  amount  of  general  mort- 
gage bonds  and  with  the  money  thus  obtained  rehabilitate  the 
road.  In  most  of  the  cases  of  reorganization  that  took  place 
from  1893  to  1898,  it  was  not  long  before  even  the  bondholders 
who  had  to  take  preferred  stock  in  exchange  for  the  bonds 
really  made  a  profit  on  the  transaction  because  the  roads  soon 
reached  a  better  position,  on  account  of  the  country's  growth, 
and  dividend  payments  became  regular  and  at  a  fair  rate. 

The  usual  authorized  issue  of  general  mortgage  bonds  was 
a  large  one,  and  the  term  a  long  one — a  hundred  years.  Only 
a  small  part  of  these  were  issued  at  first,  a  large  amount  being 
reserved  with  which  to  redeem  the  underlying  bonds  as  they 
matured.  As  a  result,  a  number  of  general  mortgage  bonds  of 
important  systems  are  now  secured  by  a  first  lien  upon  important 
parts  of  the  road,  and  as  the  first  mortgage  bonds  matured  and 
were  redeemed  by  these  general  mortgage  bonds  reserved  for 
that  purpose,  the  general  mortgage  bonds  have  been  subrogated 
to  the  position  of  the  first  mortgage  bonds  which  were  redeemed. 
For  instance :  The  Atchison,  Topeka  and  Santa  Fe  had  a  general 
mortgage  bond  issue  on  the  main  line,  which  was  preceded  by  a 
first  mortgage  due  in  1905.  In  1905,  the  first  mortgage  ma- 
tured and  additional  general  mortgage  bonds  were  put  out  to 
pay  off  the  first  mortgage  bondholders,  and  as  soon  as  that 
was  done,  the  general  mortgage  bond  became  a  first  lien  on  that 
particular  part  of  the  road.  It  was  also  usually  provided  that 
a  certain  amount,  varying  from  one  million  to  five  million,  could 
be  issued  each  year  for  improvements,  extensions,  branches,  etc. 
A  typical  issue  of  this  class,  although  not  created  as  a  result^ 
of  reorganization,   is   the   Chicago,   Milwaukee   and   St.   Pe 
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Railroad  bonds  bearing  3i/o  per  cent.  The  total  amount  of 
the  authorized  issue  is  $150,0001,000;  only  $40,000,000  have  so 
far  been  put  out,  the  balance  being  reserved  to  take  up  di- 
visional and  branch  bonds  as  they  mature,  and  also  to  provide 
funds  for  improvements  and  extensions.  These  bonds  are  se- 
cured by  a  first  mortgage  on  over  1,700  miles  of  road,  and  are 
a  junior  lien  on  the  balance  of  the  system.  The  Chicago,  Mil- 
waukee and  St.  Paul  general  mortgage  bonds  are  regarded  as  a 
high  grade  security,  because  the  total  indebtedness  of  the  com- 
pany is  very  light  in  comparison  with  the  value  of  its  assets, 
and  because  the  earnings  are  more  than  three  times  as  much  as 
required  to  pay  its  fixed  charges. 

The  Atchison,  Topeka  and  Santa  Fe  bonds,  due  in  1995,  and 
issued  in  1895  as  a  result  of  a  reorganization  plan  which  ter- 
minated the  receivership  of  that  road,  were  authorized  to  an 
amount  of  $165,000,000  and  $152,000,000  of  these  are  now 
outstanding.  They  are  secured  by  a  first  mortgage  on  more 
than  5,000  miles  of  road.  Since  the  reorganization  the  Atchison 
has  developed  into  a  road  of  great  importance,  in  view  of  which 
the  general  mortgage  bonds  rank  well.  In  1907  and  1908,  the 
net  income  of  the  Atchison  was  in  excess  of  the  amount  required 
to  pay  the  fixed  charges  in  spite  of  the  general  business  depres- 
sion. These  bonds  are  now  a  legal  investment  for  savings  banks 
and  trust  companies,  as  they  meet  the  requirements  of  the  law, 
having  paid  dividends  on  all  classes  of  stock  for  six  years. 

The  Erie  general  mortgage  bonds  do  not  compare  well  with 
either  the  Chicago  or  Atchison  bonds.  This  is  due  to  the  fact 
that  they  are  secured  by  a  first  mortgage  on  only  a  few  miles  of 
road,  and  on  important  parts  of  the  system  are  preceded  by  as 
many  as  six  prior  liens.     Erie  bonds  have  sold  as  low  as  60. 

141.  Consolidated  and  unifying  mortgage  bonds. — These  are 
very  similar  to  the  general  mortgage  bonds  just  discussed.  The 
authorized  issue  is  usually  a  large  one,  and  they  run  for  a  long 
period.  As  underlying  bonds  mature  they  are  paid  off  by  con- 
solidated bonds  reserved  for  that  purpose;  this  gives  rise  to  its 
name,  smaller  debts  being  consolidated  or  unified.     Consolidated 

bonds  generally  rank  pretty  well.     The  fact  that  the  issue  is  a 
VII— 14 
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large  one,  generally  exceeding  $100,000,000,  is  an  advantage 
to  the  investor,  because,  as  a  result,  there  is  almost  always 
an  active  market  for  them;  they  are  listed  on  most  of  the 
large  stock  exchanges  in  this  country  and  some  are  also  listed 
on  the  European  exchanges.  They  are  widely  distributed 
among  bond  buyers.  They  may  at  any  time  be  immediately 
converted  into  cash,  and  as  sales  occur  daily,  one  knows  from 
the  quotations  published  in  the  papers  just  what  the  bonds  are 
worth.  These  bonds  are  particularly  favored  by  banking  insti- 
tutions, who  buy  large  quantities  of  them,  because  they  are  good 
collateral.  Country  banks  will  leave  their  bonds  in  New  York 
banks  for  safe  keeping,  and  any  time  their  local  demand  for 
funds  is  heavy,  and  they  need  a  little  assistance,  they  can  obtain 
loans  on  these  bonds  as  collateral,  or,  if  they  do  not  want  a  loan, 
they  can  always  sell  the  bonds  at  a  good  price. 

The  fact  that  $1,000,000  or  more  may  be  issued  each  year 
is  regarded  as  a  disadvantage,  as  the  influx  of  such  a  large 
amount  at  one  time  may  depress  prices.  However,  such  bonds 
usually  appear  through  the  medium  of  a  large  banking  firm 
and  their  distribution  is  accomplished  without  unduly  afi^ecting 
the  market.  Many  investors  favor  bonds  secured  by  a  closed 
mortgage;  that  is,  an  issue  where  all  the  bonds  are  outstanding 
and  in  the  hands  of  the  public.  There  is  no  occasion  for 
apprehension  in  the  case  of  such  securities  that  the  exigencies 
of  the  road  will  ever  precipitate  the  throwing  out  of  a  large 
block  of  bonds  for  whatever  prices  they  may  bring.  On  the 
other  hand,  bonds  secured  by  a  closed  mortgage  are  oftentimes 
secured  by  a  branch  or  division,  and  the  investor  should  know 
the  importance  and  value  of  that  particular  branch  or  division 
before  he  can  feel  safe  with  his  securities. 

142.  First  and  refundvng  mortgage  bonds, — These  are  very 
similar  to  the  two  issues  previously  discussed.  Most  of  the 
bonds  of  this  class  bear  interest  from  3%  to  4  per  cent  and  run 
from  thirty  to  fifty  years.  A  number  of  first  and  refunding 
mortgage  bonds  made  their  appearance  four  and  five  years 
ago,  their  creation  being  a  result  in  some  respects  of  the  pros- 
perous times  we  were  then  enjoying,  thus  being  entirely  opposite 
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in  their  origin  from  the  general  mortgage  bonds  which  are 
issued  after  a  period  of  depression.  After  the  reorganizations 
of  1893  to  1898  the  credit  of  our  roads  in  general  improved 
as  a  result  of  better  business  conditions.  Following  1900  the 
roads  found  themselves  without  facilities  to  handle  the  traffic 
pressed  upon  them.  They  needed  new  equipment  and  larger 
terminals  and  they  also  found  there  were  a  number  of  obliga- 
tions maturing  at  that  time  and  it  became  necessary  to  refund 
them.  Our  financial  situation  was  good,  large  funds  were  avail- 
able for  investment,  and  the  railroads  took  advantage  of  this 
fact  by  creating  the  refunding  bonds.  Banks  were  in  a  very 
easy  position,  and  had  no  difficulty  in  financing  an  issue  of 
$50,000,000  or  $100,000,000  because  the  public  was  ready  to 
absorb  such  bonds  at  good  prices. 

The  Southern  Pacific  was  a  road  which  for  years  had  been 
putting  back  its  surplus  earnings  into  the  property  for  im- 
provements. No  dividends  had  been  paid  but  the  value  of  the 
property  was  increasing  and  as  a  result  its  credit  also  increased. 
When  the  company  put  out  such  an  issue  the  public  realized 
that  the  road  was  in  good  condition,  its  earning  power  assured, 
and  that  there  was  no  question  as  to  the  security.  Inasmuch 
as  many  of  the  maturing  bonds  were  secured  by  a  first  mort- 
gage, the  refunding  mortgage  became  partly  a  first  mortgage 
bond.  The  refunding  bonds  were  generally  put  out  by  roads 
which  did  not  have  any  general  mortgage  bonds  outstanding ;  or, 
by  roads  which  did  have  such  issues  but  found  that  the  amount 
they  could  issue  annually,  $1,000,000,  or  thereabouts,  was  not 
sufficient  for  their  purpose.  The  railroads  had  learned  some- 
thing from  their  experience  with  general  mortgage  bonds  and 
made  provision  for  issues  of  first  and  refunding  mortgage  bonds 
more  liberally. 

The  Rock  Island  has  a  first  and  refunding  mortgage  bond, 
which  is  a  first  mortgage  on  a  considerable  amount  of  mileage. 
Undoubtedly,  the  Rock  Island  bonds  have  suffered  on  account 
of  the  additional  issues  we  have  had  from  time  to  time.  This 
is  not  because  people  became  skeptical  as  to  the  ability  of  the 
Rock  Island  to  continue  interest  payments,  but  rather  because 


212  INVESTMENT  AND  SPECULATION 

the  Rock  Island  needed  money,  and  the  first  and  refunding 
mortgage  bonds  were  about  the  only  securities  which  it  could 
issue,  and  for  that  reason  it  continued  putting  out  these  bonds 
at  whatever  prices  could  be  obtained.  When  market  conditions 
were  unfavorable  it  had  to  sell  them  at  low  prices. 

Ordinarily,  refunding  mortgage  bonds  have  a  good  market. 
They  are  quoted  in  New  York,  London,  Berlin,  Amsterdam  and 
Frankfort.  It  may  be  noted  that  there  is  some  disadvantage 
in  an  international  market.  Should  there  be  a  business  depres- 
sion in  one  market,  bonds  may  be  thrown  over  and  cause  an  influx 
in  another  market.  But  generally  speaking,  it  may  be  said  that 
bonds  commanding  a  European  market  possess  greater  stability 
than  those  that  are  not  sold  abroad. 

143.  Debenture  bonds, — A  debenture  is  a  promise  to  pay, 
which  is  not  secured  by  a  lien  on  specific  property.  It  is  more 
like  the  note  of  an  individual.  In  Europe  they  have  so-called 
collateral  trust  debentures,  and  sometimes  debenture  mortgage 
bonds,  but  when  we  speak  of  debenture  bonds  we  mean  bonds 
not  secured  by  a  specific  lien.  We  have  the  Lake  Shore  de- 
bentures; New  York  Central  debentures;  New  York  and  New 
Haven  debentures.  Sometimes  there  are  indentures  and  a 
trustee  is  appointed,  but  no  property  is  conveyed  to  the  trustee ; 
he  is  merely  required  to  certify  the  bonds  to  show  that  there 
has  been  no  over-issue.  In  case  of  a  default  the  trustee  is  ready 
to  act,  have  a  receiver  appointed  and  get  a  judgment.  It  would 
be  difficult  to  list  on  the  stock  exchanges  debenture  bonds  with- 
out this  provision  as  to  appointment  of  a  trustee.  The  New 
Haven  did  at  first  issue  certain  of  these  debentures  without  pro- 
vision for  appointment  of  trustee  or  an  indenture  outlining  the 
rights  of  the  bondholders,  and  each  bond  was  in  this  case  the 
separate,  individual  note  of  the  company.  On  their  later  issues, 
the  New  Haven  followed  the  practice  of  the  New  York  Central 
and  Lake  Shore  and  made  provision  for  the  appointment  of 
a  trustee. 

144<.  Income  bonds. — These  are  bonds  the  rate  of  interest  on 
which  is  dependent  on  the  income  of  the  road.  They  are  gen- 
erally limited  to  4  or  5  per  cent,  but  the  interest  is  not  pajrable 
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unless  earned  and  in  that  respect  the  bond  is  like  preferred 
stock.  Sometimes  the  principal  is  secured  by  a  mortgage,  and 
when  that  matures,  the  principal  must  be  paid  off  or  the  road 
may  be  put  through  foreclosure  proceedings.  The  Wabash 
debentures  are  really  income  bonds. 

145.  Collateral  trust  bonds. — Collateral  trust  bonds  are  bonds 
secured  by  a  deposit  of  other  securities,  either  bonds  or  stocks, 
or  both.  These  bonds  or  stocks  may  be  those  of  the  issuing 
corporation  or  of  some  other  corporation.  Sometimes  a  road 
cannot  sell  its  general  mortgage  bonds ;  so  it  may  take  up  $10,- 
000  of  these  and  issue  $5,000  collateral  trust  bonds  against 
them  and  this  collateral  trust  bond  would  be  tantamount  to  a 
general  mortgage  bond.  Sometimes  one  road  will  buy  the  stock 
of  another  road  and  put  that  up  as  collateral  for  a  bond  issue. 

There  are  two  classes  of  collateral  trust  bonds.  In  one  case 
the  issuing  corporation  is  one  of  good  credit,  and  the  collateral 
deposited  merely  adds  additional  security.  Secondly,  the  issu- 
ing corporation  has  no  particular  assets  except  the  securities 
pledged.  For  example,  the  New  York  Central  owns  a  large 
proportion  of  the  stock  of  the  Lake  Shore ;  it  has  deposited  that 
stock  with  a  trustee  and  issued  collateral  trust  bonds  against  it. 
You  must  not  forget  that  in  the  case  of  collateral  trust  bonds, 
no  matter  how  worthless  the  collateral  may  become,  the  issuing 
corporation  is  still  bound.  If  the  Lake  Shore  should  go  into 
the  hands  of  a  receiver  the  New  York  Central  is  still  fully 
responsible  for  the  bonds  it  has  issued,  even  though  the  stock 
is  wiped  out  entirely.  The  Atlantic  Coast  line  secured  control 
of  the  Louisville  and  Nashville,  and  issued  its  collateral  trust 
bonds  to  pay  itself,  so  to  speak,  for  that  purchase.  When 
deposited,  the  stock  was  valued  at  111 ;  the  Louisville  stock  has 
dropped  to  80,  but  that  does  not  affect  the  obligation  of  the 
Atlantic  Coast  Line,  and  when  the  bonds  mature,  the  Atlantic 
'oast  Line  will  have  to  pay  the  debt  even  if  the  Louisville  stock 
las  become  worthless. 

There  are  certain  cases  where  the  issuing  corporation  is  a 
krong  corporation  and  can  put  out  bonds  without  any  security ; 
fthere  are  other  cases  where  the  only  security  of  the  bondholder 
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is  the  stock  deposited  as  collateral.  That  is  the  case  with  the 
Rock  Island  Collateral  Trust  4's.  There  are  three  Rock  Island 
Companies  (1),  The  Chicago  Rock  Island  and  Pacific  Railway 
Company,  (2)  The  Chicago  Rock  Island  and  Pacific  Railroad 
Company,  (3)  The  Rock  Island  Company.  The  first  is  a  rail- 
road company  and  is  a  strong  corporation;  the  other  two  are 
merely  holding  companies.  The  Rock  Island  Railroad  Com- 
pany holds  the  stock  of  the  Rock  Island  Railway  Company,  and 
has  no  other  assets ;  against  this  stock  of  the  Rock  Island  Rail- 
way Company,  the  Railroad  Company  has  issued  its  collateral 
trust  bonds,  par  for  par.  The  man  buying  that  bond  is  not  in 
as  good  a  position  as  the  stockholder,  because  the  latter  has 
certain  future  possibilities ;  dividends  may  be  increased.  But  it 
would  make  no  difi^erence  to  the  holder  of  the  collateral  trust 
bond  if  the  Rock  Island  Company  earns  10  per  cent;  he  is 
only  entitled  to  4  per  cent ;  also,  he  has  no  voice  in  the  manage- 
ment of  the  property ;  so  that,  naturally,  this  is  a  bond  which 
does  not  rank  very  high.  It  is  about  as  poor  a  grade  of  in- 
vestment as  one  can  imagine,  bcause  you  have  none  of  the 
advantages  and  all  of  the  disadvantages  of  a  stockholder. 
There  are  no  prospects  of  an  increase  in  return,  no  voice  in  the 
management,  and  as  a  result  when  we  come  to  troublesome  times, 
such  as  we  had  in  1907,  these  bonds  dropped  to  50.  So  that  a 
collateral  trust  bond  is  not  a  conservative  investment. 

146.  Convertible  bonds. — These  are  merely  debenture  bonds, 
with  the  additional  provision  that  under  certain  circumstances 
they  can  be  converted  into  the  stock  of  the  company  on  a  certain 
basis  and  after  a  certain  time.  For  instance  the  Pennsylvania 
3%  per  cent  income  bonds  are  convertible  into  Pennsylvania 
stock  at  150  per  cent  of  the  value  of  the  stock;  i.  e.,  if  you 
have  $15,000  in  bonds,  you  can  have  them  converted  into  $10,- 
000  stock.  The  convertible  bond  is  an  attractive  thing  for 
the  railroad  to  issue  and  offers  certain  possibilities  which  appeal 
to  certain  classes  of  buyers.  When  business  prospects  are  good, 
the  speculative  possibilities  of  increased  dividends  make  them 
sought  after.     In  view  of  these  facts  we  had  large  issues  of 
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these  bonds  in  the  prosperous  years  of  1904,  1905,  1906  and  in 
the  early  part  of  1907. 

These  bonds  are  attractive  for  the  railroad,  because  if  the 
bonds  are  converted,  the  railroad  obtains  additional  capital  and 
the  fixed  charges  are  reduced.  The  convertible  privilege  repre- 
sents a  call  on  the  stock  and  may  be  good  at  any  time  or  only 
after  a  certain  time.  If  you  bought  Pennsylvania  bonds  at  90, 
you  would  not  have  to  wait  till  the  stock  reached  150  to  make 
it  profitable  for  you  to  convert  them  into  the  stock ;  because  by 
buying  at  this  discount,  you  can  afford  to  convert  the  bonds 
when  the  stock  has  reached  135. 

147.  Equipment  bonds, — These  are  secured  by  the  equip- 
ment of  the  company,  engines  and  cars.  Equipment  bonds 
are  nearly  always  issued  so  that  they  may  mature  in  install- 
ments; a  certain  amount  being  paid  off  each  year.  Ordinarily 
the  bonds  are  issued  up  to  85  per  cent  or  90  per  cent  of  the 
value  of  the  equipment.  The  equipment  is  either  deeded  in 
trust  to  a  trustee  and  held  for  the  benefit  of  the  equipment 
bondholders,  or,  in  case  a  banking  house  brings  out  the  equip- 
ment trust,  the  banking  firm  may  retain  title  to  the  equipment 
until  the  entire  issue  is  paid  off.  In  all  cases  the  railroad  com- 
pany must  keep  up  the  equipment  to  its  original  value  and  keep 
it  insured.  As  part  of  the  mortgage  is  paid  off  each  year  and 
the  value  of  the  property  remains  the  same,  the  security  in- 
creases. Sometimes  the  notes  are  a  direct  obligation  of  the 
company  and  are  so  shown  in  the  balance  sheet;  in  other  cases, 
the  railroad  leases  the  equipment,  agreeing  to  pay  a  certain 
sum  as  rental,  this  amount  being  sufficient  to  meet  the  interest 
charges  and  the  installment  that  is  to  be  paid. 

148.  Comparison  between  railroad  bonds  and  real 
estate  mortgages, — Reference  has  already  been  made 
to  the  similarity  between  real  estate  mortgages  and 
railroad  bonds.  No  form  of  investment  is  more  famil- 
iar to  the  average  person  than  the  real  estate  mortgage 
p.nd  therefore  a  comparison  between  railroad  bonds  and 
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mortgages  on  real  estate  is  of  interest.  The  compari- 
son here  used  is  that  made  by  Floyd  W.  Mundy,  author 
of  the  "Earning  Power  of  Railroads"; 


As  to  the  security 
behind  the  in- 
vestment. 


As  to  the  margin 
o  f  safety  i  n 
earnings. 


As  to  the  rate  of 
income. 


As      to      market- 
ability. 


As  to  availability 
for  collateral 
loans. 


Railroad  Bonds. 

The  security  behind  well- 
selected  railroad  bonds, 
especially  underlying 
bonds,  is  fully  as  great 
as  in  the  case  of  real 
estate  mortgages,  and 
in  many  cases  much 
greater. 

A  large  measure  of  pro- 
tection is  found.  In 
the  case  of  well  se- 
lected underlying  bonds 
the  protection  is  much 
greater  than  in  real 
estate  mortgages. 


The  interest  rate  is  usu- 
ally lower  on  railroad 
bonds. 


Railroad  bonds  are  read- 
ily marketable  and  at 
minimum     e  x.p  e  n  s  e . 

Railroad  bonds  are  for 
the  most  part  listed 
and  dealt  in  on  promi- 
nent stock  exchanges. 

Railroad  bonds  enjoy  a 
high  degree  of  favor 
among  bankers  as  col- 
lateral for  loans  be- 
cause of  their  ready 
saleability.  Most  bonds 
pass  from  hand  to 
hand  as  readily  as 
bank  notes.  A  banker 
can  easily  inform  him- 
self as  to  the  probable 
value  of  any  railroad 
bond  by  reference  to 
any  one  of  the  numer- 
ous railroad  and  in- 
vestment manuals. 


Real  Estate  Mortgages. 

The  security  behind  well- 
selected  real  estate 
mortgages  is  more  ca- 
pable of  appraisement, 
yet  proof  is  not  want- 
ing to  show  that  the 
equity  here  is  not 
greater  than  in  the 
case  of  railroad  bonds. 

A  large  measure  of  pro- 
tection is  found  gen- 
erally where  the  mort- 
gaged property  is  im- 
proved and  used  for 
business  purposes.  Pro- 
tection is  uncertain  in 
case  of  dwellings  and 
unimproved  property. 

The  interest  rate  is  usu- 
ally higher  on  real  es- 
tate mortgages  by  from 
one-half  to  one  per 
cent. 

Real  Estate  mortgages 
are  not  readily  market- 
able. Expense  attend- 
ing sale  is  compara- 
tively heavy.  Real  es- 
tate mortgages  are  not, 
listed    on   exchanges. 

Real  estate  mortgages 
are  not  promptly  ac- 
cepted by  bankers  as 
collateral  because  they 
are  not  readily  mar- 
ketable. The  expense 
to  an  investor  seeking 
a  loan  is  large  on  ac- 
count of  commissions, 
cost  of  examination  of 
title,  etc. 
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As  to  appreciation 
with  advance  in 
value  of  secu- 
rity. 


As  to  depreciation 
with  decline  in 
value  of  secu- 
rity. 


As  to  the  status 
in  the  event  of 
serious  impair- 
ment of  security, 
and  in  case  of 
default. 


Railroad  Bonds. 

Railroad  bonds,  which 
usually  have  a  long 
time  to  run,  when  pur- 
chased at  a  fair  in- 
terest return  basis,  will 
appreciate  in  sympathy 
with  the  increase  in 
value  of  the  security 
behind  them. 

For  the  very  reasons 
which  cause  bonds,  un- 
der normal  conditions, 
to  advance  when  the 
security  behind  thera 
increases,  railroad 
bonds  usually  decline 
when  the  security  is 
impaired. 

When  bondholders  find  it 
necessary  to  take  legal 
steps  to  protect  their 
investment  against 
threatened  default,  or 
in  the  event  of  actual 
default,  the  expense 
pro-rated  among  a 
large  number  of  bond- 
holders is  inconsider- 
able. 


Real  Estate  Mortgages. 

Real  estate  mortgages, 
owing  to  their  short 
maturity,  do  not  rise 
in  market  value  appre- 
ciably, even  when  the 
security  of  the  loan  is 
greatly  enhanced. 


Unless  the  impairment  in 
the  security  is  great, 
real  estate  mortgages 
do  not  have  a  tendency 
to  decline  under  nor- 
mal conditions.  In  this 
particular  real  estate 
mortgages  are  prefer- 
able to  bonds. 

When  there  develops  se- 
rious depreciation  in 
the  value  of  the  se- 
curity behind  a  real 
estate  mortgage,  the 
selling  value  of  the 
mortgage  is  greatly 
lessened,  and  the  lack 
of  ready  marketability 
often  entails  a  severe 
loss  on  the  investor. 
In  case  of  default,  the 
holder  of  the  mortgage 
is  often  compelled  to 
take  over  the  property 
at  considerable  cost 
and  inconvenience. 


CHAPTER  XVII 

MAIN  ELEMENTS  OF  A  RAILROAD  REPORT 

149.  Purposes  of  the  annual  report. — Most  of  the  in- 
formation upon  which  the  investor  relies  in  forming 
his  judgment  of  railroad  securities  is  gotten  from  the 
annual  reports  published  by  the  railroads,  the  various 
statistical  publications  compiled  from  these  reports  and 
from  the  information  which  the  railroad  companies  are 
required  by  law  to  furnish  to  the  Interstate  Commerce 
Commission.  The  form  of  the  annual  report  of  the 
railroad  companies,  under  the  provisions  of  the  last 
Interstate  Commerce  Act,  has  been  reduced  to  a  uni- 
form basis. 

The  purpose  of  a  railroad  report  is  to  give  such 
information  as  the  stockholders  desire  concerning  the 
earning  power  of  the  company,  its  financial  condition, 
and  its  physical  characteristics  and  condition.  In 
order  to  show  these  three  things  the  report  is  usually 
subdivided  into  three  parts.  The  first — intended  to 
show  the  earning  power — is  called  the  income  or  rev- 
enue account.  This  usually  contains  a  statement  of 
the  gross  earnings,  the  operating  expenses,  the  net 
income  from  all  sources,  the  charges  for  interest,  taxes, 
etc.,  (including  all  fixed  expenses),  the  dividends  paid 
to  the  stockholders  and  the  amount  carried  to  surplus 
which,  in  reality,  is  commonly  used  in  improving  the 
road.  The  financial  condition  of  the  company  is  shown 
by  its  balance  sheet  which  contains  a  statement  of  both 
capital  assets  and  liabilities,  and  of  current  assets  and 
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liabilities.  The  physical  characteristics  of  the  property- 
are  shown  by  the  physical  statistics  which,  in  most 
cases,  give  details  concerning  the  length  and  location 
of  the  various  portions  of  the  road,  the  volume  of 
traffic,  in  total  and  on  each  division,  the  number  of 
tracks  upon  each  section  of  the  road,  and  the  proportion 
of  the  total  business  carried  in  each  direction.  To 
this  is  added  a  detailed  statement  of  the  number,  a 
description  of  each  class  of  equipment  owned  by  the 
company  and  statistics  showing  the  amount  expended 
upon  their  maintenance  and  replacement.  Data  is  also 
included  showing  the  performance  of  the  locomotives 
and  average  cost  of  operating  the  locomotives  per  mile 
run.  ^ 

When  these  things  are  shown  in  sufficient  detail,  it 
may  be  said  that  the  report  is  complete.  In  a  great 
many  cases  the  railroads  do  not  give  all  of  the  infor- 
mation included  in  this  summary.  In  such  cases  the 
investor  must  base  his  judgment  upon  whatever  in- 
formation is  furnished. 

150.  The  income  account, — Let  us  take  up  first  of 
all  the  income  or  revenue  account.  The  form  of  pre- 
sentation of  the  revenue  account  as  now  given  in  rail- 
road reports,  and  required  by  the  Interstate  Commerce 
Conmiission,  is  as  follows: 

Operating  revenues. 
Operating  expenses. 

Net  operation  revenues. 
Taxes. 

Operating  income. 
Outside  operations. 
Other  income. 
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Total  income. 

Deductions  from  income  on  fixed  charges. 

Interest. 

Rentals. 

Sinking  fund,  exchange,  etc. 

Net  income. 

Dividends. 

Additions  and  betterments. 

Surplus. 

The  most  important  items  of  revenue  are  income 
from  passenger  travel,  freight  traffic,  mail  and  express. 
The  operating  expenses  of  a  railroad  are  classified  ac- 
cording to  the  rules  of  the  Interstate  Commerce  Com- 
mission under  five  general  accounts  as  follows : 

(1)  Maintenance  of  way  and  structures;  (2)  main- 
tenance of  equipment;  (3)  traffic  expenses  (a  new  ac- 
count not  hitherto  reported) ;  (4)  transportation  ex- 
penses, and  (5)  general  expenses.  The  Commission 
prescribes  in  detail  what  shall  be  grouped  under  each 
main  classification. 

1.  Under  maintenance  of  way  and  structures  fall 
expenses  for  the  repairs  and  renewals  of  machinery 
and  tools,  for  repair  of  roadway  and  track,  for  ballast- 
ing, for  repairs  and  renewals  of  switches,  frogs,  ties, 
fences,  bridges,  culverts,  stations,  shops,  buildings,  etc. 

2.  Under  maintenance  of  equipment  fall  expenses 
for  the  repairs  and  renewals  of  locomotives,  passenger 
cars,  freight  and  other  cars  and  of  steamboats  and  for 
the  maintenance  of  shop  machinery,  etc. 

3.  Under  traffic  expenses  fall  wages  of  officers 
directly  in  charge  of  traffic,  freight,  passenger,  baggage 
and  other  agents,  expenses  of  outside  agencies,  adver- 
tising, fast  freight  lines,  etc. 
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4.  Under  transportation  expenses  fall  wages  of 
station  employes,  clerks,  yardmen,  flagmen,  watch- 
men, enginemen  and  trainmen,  expenses  for  telegraph 
and  station  service,  cost  of  fuel  and  supplies  for  loco- 
motives, expenses  for  water  supply,  loss  and  damage, 
etc. 

5.  Under  general  expenses  fall  salaries  of  general 
officers  and  office  clerks,  expenses  for  legal  services, 
insurance,  etc. 

It  appears  at  once  from  the  nature  of  the  expenses 
which  fall  under  these  headings  that  the  amount  of 
expenditures  under  one  (1)  and  two  (2)  is,  to  a  con- 
siderable degree,  subject  to  the  discretion  of  the  man- 
agers of  the  road,  and,  other  things  being  equal — 
reflects  their  conservatism  or  lack  of  it.  On  the  other 
hand,  under  three  (3),  four  (4)  and  five  (5)  fall  ex- 
penditures which  are  wholly  obligatory,  in  that  while 
they  fluctuate  each  year  wdth  the  volume  of  business, 
train  mileage,  etc.,  they  are  outlays  which  are  altogether 
incident  to  the  present  conduct  of  the  road's  traffic. 

These  subdivisions  of  the  operating  expenses  may 
then  be  divided  into  two  classes. 

A.  Maintenance  expenses. 

B.  Traffic,  transportation  and  general  expenses. 
151.  Importance  of  close  inspection  of  maintenance 

expenses, — Next  to  the  investigation  which  the  investor 
makes  concerning  the  sources  of  a  railroad's  income 
and  the  degree  to  which  they  are  likely  to  vary  and 
the  effect  of  such  variance,  there  is  no  more  important 
subject  for  him  to  investigate  than  the  sufficiency  of 
the  maintenance  expenses  of  the  railroad.  There  are 
many  railroads  in  the  United  States  which  have  met 
financial  disaster  through  inadequate  outlays  for  keep 
up.     There  are,  also,  railroads  whose  expenses  seem 
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extravagant  as  compared  with  other  companies  in  the 
same  locality  and  doing  the  same  general  character  of 
business,  but  which  in  reality  are  very  efficiently  man- 
aged. The  excess  is  due  to  the  large  amount  of  im- 
provement work  which  is  carried  on  and  charged  to 
operating  expenses,  which  in  other  cases  would  prob- 
ably be  charged  to  the  capital  account.  In  addition 
the  investor  must  be  satisfied  that  the  road  is  not  only 
maintaining  its  property  but  that  it  is  keeping  abreast 
of  the  times.  A  railroad,  like  every  other  form  of 
business,  must  keep  up  to  date.  The  standards  are 
constantly  changing.  That  which  was  first  class  ten 
years  ago  is  perhaps  out  of  date  to-day.  It  is  neces- 
sary, therefore,  for  a  company  to  adopt  every  new  im- 
provement in  order  to  hold  its  own  in  the  race  for  busi- 
ness. 

152.  Differences  in  maintenance  standards, — Practi- 
cally every  railroad  company  at  the  present  time  reports 
its  operating  expenses  in  detail,  enabling  careful  com- 
parisons to  be  made.  The  two  important  items  of 
maintenance  are  "maintenance  of  way  and  structures" 
and  "maintenance  of  equipment."  The  amounts  which 
should  properly  be  expended  for  these  two  items  varies 
considerably  in  different  sections  of  the  country.  In 
the  first  place,  it  depends  largely  upon  the  volume  of 
business  which  the  railroad  handles.  In  the  second 
place,  the  standards  of  railroad  track  differ  in  various 
sections  of  the  country.  Upon  the  big  eastern  trunk 
lines  we  have  a  very  high  standard  of  road-bed.  This 
requires  a  heavy  stone  ballast,  stone  or  steel  bridges,  rails 
from  ninety  to  one  hundred  and  ten  pounds  to  the  yard 
and  oak  or  other  hard-wood  ties.  Such  a  road-bed 
is  much  more  expensive  to  construct  and  maintain  than 
the  lighter  tracks  found  in  other  sections.     In  the  West 
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and  South  a  large  percentage  of  the  roads  cannot  afford 
stone  ballast;  they  use  gravel,  or,  in  some  cases,  the 
ties  are  laid  directly  upon  the  mud.  The  rails  run  from 
seventy  to  ninety  pounds  to  the  yard,  while  the  ties 
are  not  nearly  so  expensive  as  in  the  case  of  the  trunk 
lines  where  the  requirements  are  much  more  severe. 
Roads  like  the  Baltimore  &  Ohio,  the  Chesapeake  & 
Ohio,  and  the  Norfolk  &  Western,  for  example,  run 
through  mountainous  districts  and  are  subject  to  wash- 
outs. Other  roads  like  the  Southern  Pacific  run 
through  districts  having  little  or  no  rainfall  and  wash- 
outs are,  consequently,  almost  unknown.  In  addition, 
the  dryness  of  the  soil  causes  ties  to  decay  less  rapidly 
than  in  moister  sections. 

153.  Maintenance  of  way, — Now  the  amount  of 
money  which  must  be  spent  upon  each  of  the  various 
items  of  maintenance  varies  under  different  conditions. 
There  are,  however,  certain  things  which  are  reasonably 
well  fixed.  The  first  is  that  the  ordinary  road  finds 
that  its  ties,  as  a  rule,  have  a  life  of  from  five  to  seven 
years,  the  cost  of  ties  ranging  from  35  cents  to 
$1.25. 

The  Bureau  of  Statistics  of  the  United  States  Gov- 
ernment in  its  report  for  1907,  stated  that  the  average 
price  paid  for  the  ties  used  by  steam  railroads  was  54 
cents  each.  There  are  about  2,000  ties  in  each  mile  of 
track.  Figuring  that  one-fifth  must  be  renewed  each 
year,  this  would  mean  the  cost  of  ties,  but  not  including 
the  cost  of  distributing  them  or  the  labor  required  to 
lay  them,  would  be  $200  per  mile  of  track. 

The  cost  of  rail  renewals  depends  largely  upon  the 
amount  of  business  handled  over  the  road.  The  life 
of  a  rail  varies  from  ninety  days,  in  some  of  the  freight 
yards  in  the  large  cities,  to  fifteen  years  on  the  branch 
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lines.  In  general  it  may  be  said  that  the  average  life 
is  about  ten  years. 

The  price  of  rails  has  been  fixed  for  a  number  of 
years  at  $28  per  ton.  A  ninety  pound  rail  at  this  price 
makes  a  total  cost  of  a  mile  of  single  track  about  $4,625, 
and  the  cost  of  renewal,  figuring  an  average  of  ten 
years  for  the  life  of  the  rail,  at  $462  per  annum. 

The  railroads  usually  have  to  pay  about  75  cents  a 
yard  for  crushed  stone  delivered  along  the  road.  The 
cost  to  ballast  a  single  track  of  high  standard  is  about 
$3,000  per  mile  and  the  ballast  will  last,  with  care,  from 
eight  to  ten  years.  Thus  it  would  cost  from  $300  to 
$400  annually  for  the  renewal  of  ballast. 

It  is  difficult  for  investors  to  arrive  at  the  cost  of 
the  other  items  of  maintenance  of  way  because  detailed 
statistics  are  not  usually  available.  A  large  number 
of  investors,  therefore,  judge  of  the  adequacy  of  main- 
tenance largely  upon  the  basis  of  the  amount  spent 
annually  for  the  three  items — rails,  ties  and  ballast, 
data  concerning  which  is  almost  always  included  in  the 
report. 

A  large  bond  house  in  one  of  their  booklets  laid  down 
the  rule  some  years  ago  that  a  railroad  should  under 
no  conditions  spend  less  than  $800  per  mile  of  track 
upon  its  maintenance  of  way,  while  most  railroads  in 
the  south  and  west  should  spend  from  $900  to  $1,100 
per  mile.  This  writer  also  concluded  that  $1,300  to 
$1,400  per  mile  of  single  track  is  sufficient  for  the 
average  requirements  of  the  trunk  lines.  Such  a  gen- 
eralization, however,  must  be  accepted  with  many  res- 
ervations. We  find  such  railroads  as  the  Baltimore  and 
Ohio,  for  example,  during  the  year  ending  June  30th, 
1908,  half  of  which  was  a  period  of  panic  and  extreme 
decline  of  earnings,  spending  $2,729  per  mile  for  main- 
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tenance  of  way.  The  New  York,  New  Haven  and 
Hartford  spent  $2,923;  the  Lackawanna  and  Western, 
$4,661;  the  Erie,  $2,723;  the  Lehigh  Valley,  $2,415;  the 
New  York  Central,  $3,295 ;  and  the  Pennsylvania  spent 
$5,194.  All  of  these  roads,  according  to  this  writer, 
should  spend  not  over  $1,400  per  mile. 

154.  Dangers  of  generalizations, — The  difficulty  of 
any  such  generalization  is  two-fold.  The  first  is  that 
there  is  no  such  thing  as  a  standard  mile  of  track. 
Each  road,  to  a  large  extent,  has  its  own  standard. 
Each  operates  under  conditions  which  are  not  en- 
countered upon  other  systems.  There  are  many 
factors  such  as,  for  example,  the  number  of  bridges 
and  tunnels,  which  have  a  material  effect  upon  the 
final  result,  but  about  which  no  general  rules  can  be 
made.  In  the  next  place,  the  prices  of  material  and 
labor  vary  greatly  at  different  dates.  In  hard  times 
ties,  rails  and  labor  can  be  bought  cheaply;  in  good 
times  their  prices  will  advance  from  thirty  to  forty  per 
cent.  The  amount  of  money  which  is  sufficient,  there- 
fore, in  one  year  is  not  adequate  in  another.  The  best 
rule  for  the  investor  to  follow  is  to  compare  the  ex- 
penditures of  the  road  in  any  particular  year  with  the 
outlays  for  any  five  or  ten  preceeding  years,  and  then 
to  compare  these  results  with  the  amount  spent  by  other 
railroads  in  the  same  territory  during  the  same  period 
of  time. 

155.  Maintenance  of  equipment, — The  next  item  of 
operating  expenses  is  the  maintenance  of  equipment. 
Many  authorities  make  the  error  of  trying  to  base  the 
maintenance  of  equipment  expenses  upon  the  basis  of 
the  miles  of  road  in  the  system.  This  idea  is  incorrect. 
A  road,  such  as  the  Chesapeake  and  Ohio,  which  moves 
coal,  will  need  a  great  deal  more  equipment  than  the 
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Chicago,  Milwaukee  and  St.  Paul,  which  moves  grain. 
With  the  former,  the  wear  and  tear  will  be  much 
greater  because  of  the  more  severe  use  and  the  greater 
number  of  heavy  grades  and  sharp  curves.  The  only 
way  to  determine  the  cost  of  maintenance  of  equip- 
ment is  on  the  basis  of  the  work  done,  or,  in  other  words, 
the  number  of  miles  the  locomotive  and  cars  travel. 
The  deterioration  of  the  rolling  stock  can  be  classified 
under  a  number  of  heads.  The  first  concerns  the  age 
of  the  equipment.  During  the  first  few  months,  while 
the  cars  and  locomotives  are  new,  the  maintenance 
charges  will  be  comparatively  light.  As  the  equipment 
grows  older  the  maintenance  cost  increases.  This  ap- 
plies chiefly  to  roads  which  have  made  large  additions 
to  its  rolling  stock  in  any  given  period  of  time.  The 
average  railroad  is  constantly  replacing  cars  and 
engines  worn  out  with  new  ones,  so  that  their  average 
age  is  always  about  the  same.  The  second  factor  is 
the  wear  and  tear  on  the  rolling  stock  due  to  the  con- 
tinual stopping  and  starting  of  the  trains.  Roads 
which  have  a  long  average  haul  do  not  have  to  make 
as  frequent  stops,  and  consequently  the  damage  to  the 
equipment  from  this  source  is  less  than  for  its  less 
fortunate  neighbors. 

The  third  element  of  importance  is  the  amount 
of  wear  due  to  heavy  grades  and  the  curvature  of  the 
track.  Hilly  country  greatly  increases  the  mainte- 
nance cost,  for  the  equipment  is  subject  to  heavy  strains 
in  going  over  the  hills.  The  practice  of  most  roads 
is  to  keep  their  locomotives  and  cars  in  the  service 
until  such  time  as  they  become  weak  and  hence  danger- 
ous to  the  safety  of  the  road,  or  until  the  repair  ex- 
penses become  so  great  as  to  make  their  retention 
unprofitable.     When    this    occurs    the    equipment    is 


ELEMENTS  OF  A  RAILROAD  REPORT        227 

scrapped,  and  new  locomotives  and  cars  are  purchased 
to  take  their  place.  The  cost  of  this  new  equipment  is 
usually  charged  to  operating  expenses  under  the  classi- 
fication of  "maintenance  of  equipment,"  regardless  of 
whether  the  locomotive  bought  is  of  the  same  size  and 
power  of  its  predecessor.  It  is  customary,  in  fact,  to 
buy  new  engines  which  are  more  effective  than  the  old 
ones.  Sometimes  there  is  a  difference  of  as  much  as  50 
per  cent  in  their  ability.  Most  large  railroads,  how- 
ever, charge  their  entire  cost  to  maintenance  in  spite 
of  the  increased  capacity  which  is  secured. 

About  the  only  thing  which  can  be  said  in  the  way 
of  standards  of  equipment  maintenance  is  that  a  com- 
pany should  spend  from  5  to  6^/^  cents  per  mile  run 
for  locomotives  and  from  5  to  7  mills  per  mile  run  for 
freight  cars.  The  maintenance  cost  of  passenger  cars 
should  be  about  II4  cents  per  mile  run.  If  we  express 
these  figures  on  the  basis  of  the  average  work  done  by 
the  various  classes  of  equipment,  we  will  find  that 
$2,200  per  annum  should  be  spent  upon  keeping  up 
each  locomotive.  The  cost  for  maintaining  freight 
cars  should  run  from  $45  to  $60  per  year,  while  a  fair 
average  for  passenger  equipment  would  be  about  $550 
per  annum. 

156.  General  expenses, — The  next  item  of  operating 
expenses  is  the  amount  spent  for  traffic,  transportation 
and  other  expenses.  There  is  really  little  information 
which  can  be  had  from  the  total  amount  of  these  ex- 
penditures. The  fact  that  one  road  spends  more  than 
another  is  not  proof  that  one  is  economically  managed 

I  and  the  other  extravagantly  operated.  The  volume  of 
these  expenses  depends  almost  entirely  upon  the  volume 
of  business  which  the  road  handles.  They  are  made 
(up  of  the  wages  of  the  engine  and  round  house  men, 
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the  cost  of  fuel,  the  cost  of  conducting  the  train  serv- 
ice, including  the  wages  of  employes,  the  amount 
spent  for  traffic  soliciting  and  advertising,  and  other 
general  expenses,  including  adminstrative  and  office 
salaries,  the  salaries  of  ticket  agents,  etc.  It  is  obvious 
that  as  the  business  grows,  the  number  of  employes 
and  the  amounts  required  for  the  various  items  of  ex- 
pense will  increase.  As  a  rule  about  38  per  cent  of 
the  gross  earnings  of  the  railroad  is  used  up  in  defray- 
ing these  expenses. 

In  comparing  two  roads,  if  it  is  found  that  these  ex- 
penses, in  the  case  of  one  road,  take  a  higher  percent- 
age of  the  gross  earnings  than  the  other,  it  means  one  of 
two  things,  either  a  difference  in  the  economy  of  oper- 
ation or  a  difference  in  rates.  If  the  rates  remain  un- 
changed, a  rise  in  the  percentage,  either  absolutely  or 
by  comparison,  is  often  very  significant.  That  is,  if 
you  find  in  the  case  of  one  railroad  that  the  rates  have 
not  been  changed  at  all,  and  the  percentage  for  conduct- 
ing transportation  is  running  up,  it  indicates  that  the 
road  is  being  operated  with  less  efficiency,  or  else  that 
the  increased  wages,  materials  and  supplies  are  eating 
up  the  profits  of  the  road.  If  you  find  two  roads  in  the 
same  territory,  one  spending  43  per  cent  of  its  gross 
earnings  and  the  other  38  per  cent  of  its  gross  earnings 
for  conducting  transportation,  it  indicates  that  the  first 
road  is  operated  with  much  less  efficiency  than  the  sec- 
ond. These  expenses  are  a  fixed  charge  upon  the  gross 
earnings,  and  as  the  percentage  rises,  the  share  remain- 
ing for  the  owners  declines.  For  example,  the  conduct- 
ing transportation  ratio  last  year  for  the  Chicago,  Mil- 
waukee and  St.  Paul  was  41.3  per  cent,  while  in  the  case 
of  the  Chicago  Great  Western  it  was  49.1  per  cent.  If 
you  assume  that  the  rentals  and  taxes  require  about  20 
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per  cent  in  each  of  these  cases,  69.1  per  cent  of  the 
Chicago  Great  Western  gross  earnings  would  be  con- 
sumed by  conducting  transportation  expenses  and 
interest  charges,  leaving  30.9  per  cent  to  maintain  the 
road  and  pay  dividends.  The  margin  of  safety  then 
is  30.9  per  cent,  but  for  the  St.  Paul,  with  its  lower 
operating  ratio,  the  margin  would  be  38.7  per  cent. 
That  is  to  say  as  your  transportation  cost  ratio  rises, 
your  margin  out  of  which  you  must  maintain  your  road, 
pay  dividends  and  interest,  declines.  So  an  increase 
in  transportation  cost  is  considered  to  be  a  bad  sign. 
It  often  happens,  however,  that  differences  in  the  con- 
ducting transportation  ratio  do  not  indicate  differences 
in  efficiency  of  operation.  Rates  may  be  much  lower 
in  one  locality  than  in  another.  This  is  often  due 
to  the  activity  of  state  railway  commissions.  If  a  com- 
pany has  a  large  local  traffic,  such  as  the  Alton,  and 
the  state  commission  puts  down  rates,  then  the  ratio 
is  going  up,  even  though  the  operating  efficiency  im- 
proves all  the  time. 

The  ratio  of  total  operating  expenses  to  total  gross 
earnings  is  of  much  less  significance  than  the  ratio  of 
conducting  transportation.  That  is  to  say,  you  have 
four  elements  in  operating  expenses.  You  have  con- 
ducting transportation,  maintenance  of  way  and  struc- 
tures, maintenance  of  equipment  and  general  expenses. 
Compare  that  with  gross  earnings  and  you  have  a  per- 
centage probably  between  55  and  70  per  cent.  This 
is  what  is  known  as  the  "operating  ratio."  There  is  a 
great  deal  of  fictitious  importance  attached  to  this  op- 
erating ratio.  It  means  very  little  without  interpreta- 
tion. It  is  common  to  hear  people  say  that  a  road 
which  is  operating  at  50  per  cent  is  operating  at 
altogether  too  low  a  ratio.     On  the  other  hand,  a  road 
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which  spends  75  per  cent  is  liable  to  be  accused  of  put- 
ting away  its  profits  in  extravagant  maintenance,  and 
it  is  said  that  some  day  it  will  have  a  melon  to  cut. 
Neither  of  these  conclusions  is  correct.  The  operating 
ratio  should  be  considered  in  connection  with  the  gross 
earnings  of  the  road.  As  gross  earnings  increase  the 
road  can  be  operated  at  a  smaller  ratio,  and,  vice  versa, 
where  gross  earnings  are  small  a  high  ratio  is  necessary 
for  even  ordinary  maintenance.  For  that  reason  the 
operating  ratio  is  without  much  significance.  The  cost 
of  conducting  transportation  is  of  the  greatest  signifi- 
cance. 

157.  Fixed  charges, — The  final  deduction  to  be  made 
from  the  income  of  the  company,  before  the  amount 
available  for  dividends  is  ascertained,  is  the  sum  re- 
quired to  meet  the  fixed  charges.  The  fixed  charges 
of  the  road  include  the  interest  upon  its  bonded  debt, 
the  rentals  guaranteed  upon  leased  lines  and  the  taxes 
levied  by  the  state.  The  important  thing  for  the 
investor  to  ascertain  is  what  surplus  there  may  be  after 
these  expenses  have  been  met.  A  road  becomes  insol- 
vent when  it  is  unable  to  pay  its  fixed  charges.  If  it, 
therefore,  has  a  large  surplus  income  after  paying 
operating  expenses  and  interest  charges,  and  the 
character  of  its  business  is  such  that  no  serious  decline 
in  earnings  is  to  be  expected,  the  investor  owning  stock 
in  the  company  is  in  a  pretty  safe  position.  The  mere 
fact  that  the  road  has  a  heavy  capitalization  per  mile 
means  nothing  at  all.  The  real  test  is  in  its  ability  to 
carry  this  capitalization  under  all  conditions. 

The  investor,  in  case  of  doubt,  should  analyze  the 
interest  charges  to  ascertain  their  nature.  This  is  par- 
ticularly true  if  he  is  contemplating  buying  the  stock. 
There  are  a  number  of  roads  which  have  outstanding 
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bond  issues  bearing  a  high  rate  of  interest.  It  is  likely 
that  at  a  not  far  distant  time  these  bonds  can  be  re- 
placed by  other  securities  bearing  a  lower  rate  of 
return.  The  saving,  of  course,  belongs  to  the  stock- 
holders. The  question  of  rentals  should  also  be 
investigated.  There  are  two  kinds  of  rental  agree- 
ments in  force.  The  first  provides  for  a  fixed  guar- 
antee paid  by  the  operating  company.  This  must  be 
met  under  all  conditions,  regardless  of  whether  the 
leased  line  earned  the  amount.  The  second  form  pro- 
vides for  the  payment  of  all,  or  a  portion,  of  the  net 
earnings  to  the  stockholders  of  the  leased  company. 
Under  such  conditions  the  outlay  for  rentals  declines 
with  the  profits  derived  from  these  roads.  Such  an 
arrangement  is,  therefore,  much  more  desirable  for  the 
operating  company. 

An  analysis  of  the  rentals  is  illuminating  to  the 
investor  because  it  enables  him  to  ascertain  which  of 
the  leased  lines  are  profitable  to  the  company.  Many 
railroad  companies  have  come  to  grief  through  unwise 
rental  agreements.  The  failure  of  the  Atchison,  in 
1893,  for  example,  was  due  largely  to  heavy  guarantees 
upon  unprofitable  leases. 

158.  Balance  sheet, — This  naturally  leads  us  to  the 
consideration  of  the  balance  sheet.  This,  as  we  have 
seen,  is  a  statement  of  the  capital  assets  and  liabilities, 
and  of  the  current  assets  and  liabilities  of  a  company. 
The  total  amount  of  stocks  and  bonds  of  the  company 
is  generally  offset  by  a  counter  entry  on  the  asset  side 
of  the  balance  sheet,  representing  "cost  of  road  and 
equipment"  and  "securities  owned."  As  a  matter  of 
fact,  the  former  is  largely  a  fictitious  matter  for  the 
cost  of  the  road  and  equipment,  as  carried  on  the  bal- 
ance  sheet,   very    seldom   corresponds   to   the   actual 
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amount  which  has  been  spent  upon  the  property.  The 
best  managed  corporations  spend  large  sums  annually 
which  really  increase  the  value  of  the  property  and 
no  record  is  made  on  the  balance  sheet  of  the  increase. 
The  important  thing  for  the  investor  to  look  for  on  the 
balance  sheet  besides  the  question  of  funded  debt  and 
guaranteed  rentals,  is  the  correspondence  of  the  current 
assets  and  current  liabilities.  The  current  assets  are 
usually  made  up  of  "amounts  due  from  controlled 
companies  for  advances  for  construction  and  for  other 
purposes,"  "bills  receivable,"  "amounts  due  from 
agents,"  "the  cost  of  materials  on  hand,"  and  the  "cash" 
in  the  possession  of  the  company. 

The  ordinary  railroad  company  should  not  have  a 
very  large  amount  of  bills  receivable  as  compared  to 
its  total  assets,  for  it  does  a  cash  business,  with  the 
exception  of  a  few  shippers  which  are  granted  a  limited 
credit.  The  amount  due  from  agents  should  also  be 
relatively  small.  The  company  should  make  its  col- 
lections at  frequent  intervals,  thus  keeping  the  totals 
of  this  amount  down  to  a  low  figure.  The  stock  of 
materials  on  hand  can  usually  be  left  to  the  discretion 
of  the  company.  A  discreet  company  is  not  likely  to 
have  an  unnecessarily  large  stock  of  materials. 

The  most  important  item  for  the  investor  to  con- 
sider in  the  current  assets  of  a  company  is  the  amount 
due  from  controlled  companies  for  advances.  Many 
railroad  companies  in  the  past  have  carried  large  sums 
in  this  account.  Their  stockholders  have  been  led  to 
believe  that  this  represented  real  assets.  As  a  matter 
of  fact,  it  was  later  discovered  that  the  controlled  com- 
panies would  never  be  able  to  repay  these  advances. 
The  parent  company  was,  therefore,  carrying  dead 
assets  on  its  books. 
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The  current  liabilities  are  made  up  of  "amounts  due 
for  payrolls  and  vouchers,"  "traffic  balances  due  other 
roads,"  "accured  interest  upon  bonds,"  "dividends  due 
but  uncollected,"  and,  finally,  "bills  payable,"  and  other 
"miscellaneous  liabilities."  The  ordinary  company,  at 
all  times,  owes  a  considerable  sum  to  its  employes.  If 
this  item  shows  an  alarming  growth  it  shows  that  the 
company  is  having  difficulty  in  meeting  its  payrolls, 
and  as  a  consequence  is  getting  back  in  its  payment 
of  wages.  The  other  credit  balances  of  the  road  should 
be  kept  down  to  a  reasonable  figure. 

The  most  important  item  in  the  liability  statement 
for  the  investor  is  "bills  payable."  This  generally 
represents  notes  which  the  company  has  had  discounted 
with  various  banks.  These  are  generally  spoken  of  as 
the  "floating  debt"  to  distinguish  it  from  the  bonded 
debt.  A  large  floating  debt  is  a  menace  to  any  corpora- 
tion, for  the  loans,  which  compose  it,  are  usually  made 
for  short  periods  of  time,  say  from  four  months  to  one 
year.  If  the  company  has  sufficient  cash  balance  to 
pay  off  its  floating  debt,  without  crippling  itself,  there 
is,  of  course,  no  reason  for  worry.  However,  this  is 
not  usually  the  case.  The  danger  lies  in  the  fact  that 
bankers  may  refuse  to  extend  the  loan  when  due,  thus 
precipitating  a  receivership.  When  an  investor  sees 
this  item  rapidly  increasing  it  is  well  for  him  to  consider 
the  sale  of  his  securities.  A  floating  debt  is  an  exceed- 
ingly extravagant  way  of  securing  money.  The  Erie 
railroad,  for  example,  some  years  ago,  paid  over  11^ 
per  cent  per  annum  for  money  secured  in  this  way. 
The  amount  in  excess  of  the  legal  rate  of  interest  was 
represented  by  the  "commission  paid  to  bankers  to 
secure  the  placing  and  renewals  of  the  loan. 

159.  Operating  and  traffic  statistics. — Let  us  turn 
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for  a  moment  now  to  the  operating  and  traffic  statistics 
and  ascertain  their  significance.  The  first  class  of 
information  furnished  usually  deals  with  the  relative 
proportions  of  the  various  classes  of  traffic  handled  on 
the  road.  The  next  important  information  generally 
given  concerns  the  average  trainload.  This  item  should 
be  studied  in  the  light  of  the  character  of  the  traffic 
handled  by  the  company.  Comparisons  should  be 
made  only  between  companies  in  the  same  territory 
and  of  the  same  character  of  business.  The  roads 
which  have  heavy  low  class  traffic  are  forced  to  have 
very  high  trainloads  to  make  any  money.  The  Chesa- 
peake and  Ohio,  for 'example,  has  an  average  trainload 
of  586  tons,  while  the  Norfolk  and  Western  has  a  train- 
load  of  507  tons.  These  roads  are  very  much  alike,  both 
handling  largely  soft  coal. 

One  would  say  if  the  Chesapeake  and  Ohio  hauls  586 
tons  and  the  Norfolk  and  Western  507  tons  per  train, 
that  the  Chesapeake  and  Ohio  makes  more  money 
than  the  Norfolk  and  Western,  but  it  is  necessary, 
before  jumping  to  such  a  conclusion,  to  consider  also 
the  rate  obtained  by  each  of  these  roads.  We  find  that 
the  Norfolk  and  Western  gets  48  cents  per  mile  as 
against  42  cents  per  mile  for  the  Chesapeake  and  Ohio, 
so  that  although  the  latter  has  a  higher  trainload, 
the  Norfolk  and  Western  has  a  higher  rate.  The  train- 
load  varies  materially  on  differents  lines,  but  a  light 
trainload,  which  consists  of  high  grade  traffic  such  as 
you  find  on  the  western  roads,  is  just  as  profitable  to 
the  road  as  a  heavy  load  consisting  of  low  grade  traffic. 
The  rate  of  the  New  York,  New  Haven  and  Hartford 
is  1.4  cents  per  train  mile,  so  the  trains  of  the  New 
Haven  Road  earn  a  great  deal  more  than  the  trains  of 
the  Lehigh  Valley,  which  has  a  trainload  nearly  twice 
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as  great  as  that  of  the  New  Haven  Road.  In  consider- 
ing this  question  of  trainload  it  is  usually  advisable 
to  compare  the  trainload  of  the  road  you  are  examin- 
ing with  that  of  a  road  similarly  situated,  and  to 
note  the  increase  or  decrease  of  the  trainload  in  your 
particular  instance.  Almost  invariably  you  will  find 
an  increase,  and  that  means,  as  a  general  proposition, 
that  your  road  is  increasing  its  efficiency.  The  Great 
Northern,  Northern  Pacific  and  Burlington  have  all 
had  remarkable  increases  in  their  trainloads.  That 
does  not  necessarily  mean  that  they  pull  heavier  trains. 
It  means  that  the  equipment  is  more  fully  utilized — 
that  the  company's  movement  of  empty  and  partially 
loaded  cars  has  decreased. 


CHAPTER  XVIII 

EAILROAD  TRAFFIC  AND  EARNINGS 

160.  Sources  of  railroad  earnings. — The  basis  of  the 
value  of  railroad  securities,  as,  in  fact,  of  the  securities 
of  all  private  corporations,  is  the  earning  power  of 
the  properties.  The  investor,  as  we  have  seen,  seeks 
two  things :  the  security  of  his  principle,  and  the  con- 
stancy of  the  rate  of  return.  He  cares  little  or  nothing 
concerning  the  correspondence  of  capitalization  with 
cost,  for  experience  has  shown  that  where  a  corporation 
has  an  enviable  record  of  earnings  it  is  able  to  refund 
its  bond  issues  when  they  mature,  because  others  will  be 
willing  to  pay  for  the  capitalized  income  which  their 
predecessors  had  enjoyed.  In  order  to  comprehend 
properly  the  value  of  railroad  securities  as  investments 
it  is  necessary,  first  of  all,  to  analyze  the  sources  from 
which  the  earnings  of  the  railroad  arise.  The  reports 
collected  by  the  Interstate  Commerce  Commission  show 
that  for  the  year  1907  the  earnings  of  the  railroads  of 
this  country  were  as  follows : 

GROSS  EARNINGS  FROM  OPERATION 

Passenger  Traffic    $   564,606,343.00 

Mail    50,378,964.00 

Express    57,332,931.00 

Freight  revenue 1,823,651,998.00 

Other  earnings    93,135,342.00 

This  official  compution  shows  that  the  greater  bulk 
of  the  earnings  of  the  railroads  does  not  arise  from  the 
operation  of  passenger  trains,  which,  to  the  mind  of  the 
layman,   constitutes   the  most   important   part   of  its 
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business,  but  from  the  freight  trains,  which  are  looked 
upon  as  a  necessary  evil  by  the  traveling  public. 

161.  Long  distance  passenger  business. — The  pas- 
senger business  can  be  divided  into  two  portions, 
first,  the  long  distance  travel  handled  by  fast  trains 
between  cities;  and  second,  the  surburban  business, 
originating  in  and  around  the  large  cities,  and  the  local 
travel  upon  slow  trains  between  the  country  districts  and 
little  towns  throughout  the  country.  The  long  dis- 
tance business  is  in  most  cases  relatively  unprofitable  to 
the  railroad.  The  service  demanded  by  the  public 
involves  heavy  expenses.  There  may,  for  example,  be 
a  quarter  of  a  million  dollars  invested  in  a  single  train 
whose  average  daily  load  is  fifty  passengers.  The 
operation  of  these  trains  demands  the  best  locomotives, 
and  the  road  must  maintain  a  reputation  for  accurately 
observing  its  schedules,  no  matter  how  much  this  may 
inconvenience  the  handling  of  the  other  portions  of  its 
business.  As  a  consequence  the  entire  road  must  be 
operated  to  suit  the  convenience  of  a  few  trains.  Main 
tracks  must  be  kept  clear  for  their  passage,  often  re- 
quiring the  side  tracking  of  freight  trains,  with  a  con- 
sequent loss  through  the  wages  of  men  who  are  thus 
kept  idle.  The  fast  train  is,  moreover,  very  destruc- 
tive both  to  itself  and  to  the  roadway.  The  rapid 
motion  creates  great  and  destructive  strains,  requiring 
not  only  the  highest  standard  of  track,  but  the  greatest 
care  in  its  upkeep.  In  spite  of  the  great  expense 
involved  in  this  service,  however,  the  railroads  would 
be  able  to  make  it  profitable  could  they  secure  a  full 
trainload.  A  passenger  train  of  four  day  coaches  and 
a  Pullman  will  seat  about  three  hundred  persons.  On 
the  Pennsylvania  Railroad  in  1907  the  average  number 
of  passengers  per  train  was  fifty-three.     For  the  entire 
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United  States  the  average  number  of  passengers  for  the 
same  year  was  fifty-one.  When  we  consider  that  this 
average  was  made  up  in  part  by  the  surburban  traffic 
handled  on  trains,  hauhng  perhaps  four  hundred  pas- 
sengers each,  we  can  see  that  the  through  business  and 
the  local  business  is  handled  over  the  country  at  large 
with  a  very  small  trainload.  If  we  turn  for  a  moment 
to  the  freight  service  we  can  gain  some  idea  of  the 
difference  which  exists  in  this  respect.  The  average 
load  for  the  freight  locomotive  is  probably  about  one 
thousand  tons.  The  average  number  of  tons  in  each 
train  for  the  entire  country  in  1907  was  three  hundred 
and  fifty-seven.  In  other  words,  speaking  roughly  and 
generally,  we  might  say  that  the  passenger  train  carried 
up  to  one-sixth  of  its  capacity,  and  the  freight  train 
carried  up  to  one-third  of  the  capacity  of  the  locomo- 
tive. Many  railroads  frankly  admit  that  their  best 
through  passenger  trains  are  not  profitable.  They  re- 
gard these  trains  as  advertisements  of  their  road,  and 
operate  them  for  this  purpose  and  to  perform  the  serv- 
ice which  they  owe  the  community. 

162.  Surburban  business. — The  surburban  business 
of  the  railroads  is  confined  to  relatively  few  localities. 
It  exists  outside  the  large  cities,  such  as  Boston,  New 
York,  Philadelphia  and  Chicago,  and,  to  a  lesser  extent, 
around  the  smaller  cities  throughout  the  country.  This 
business  is  in  most  cases  very  profitable.  The  traffic 
is  constant,  being  composed  of  the  commuter,  who  rides 
every  day  regardless  of  the  weather  or  the  season  of 
the  year.  The  trains  are  loaded,  during  most  of  the 
day,  to  their  full  capacity.  The  equipment  is  not 
nearly  so  expensive,  the  speed  is  not  so  great,  and  the 
consequent  expense  of  operation  is  not  so  heavy.  The 
testimony  of  Mr.  Ilea  of  the  Pennsylvania,  showed  that 


RAILROAD  TRAFFIC  AND  EARNINGS         239 

the  profitable  suburban  business  was  found  at  stations 
further  than  five  miles  from  the  terminal.  This  con- 
clusion is  supported  in  the  main  by  the  experience  of 
other  railroads. 

The  local  business  is  the  last  portion  of  the  passenger 
traffic  to  be  considered.  It  is  made  up  of  the  travel  of 
the  inhabitants  of  agricultural  districts  to  county  seats 
or  small  towns,  and  from  one  rural  section  to  another. 
The  volume  of  earnings  which  it  produces  is  unimpor- 
tant, and  in  the  main  this  traffic  is  handled  with  little 
or  no  profit. 

The  mail  and  express  business  is  operated  in  conjunc- 
tion with  the  passenger  service.  The  volume  of  the 
earnings  from  this  source  is  comparatively  steady;  it 
cannot  be  increased  to  any  considerable  extent  by  a 
vigorous  campaign  for  business.  This  traffic  is  really 
a  side  line  to  the  passenger  business. 

163.  Freight  business. — Let  us  take  up  now  the  most 
important  part  of  the  railroad's  traffic.  The  freight 
business  is  made  up  of  thousands  of  commodities,  dif- 
ferent in  nature  and  value  and  representing  every  form 
of  production.  Many  of  these  commodities  require 
special  form  of  equipment  for  their  transportation. 
Almost  every  commodity  has  a  special  rate  which  is 
charged  for  its  carriage.  It  has  been  estimated  that 
some  of  the  large  trunk  lines  have  over  1,200  separate 
rates  in  force.  These  rates  are  arranged  in  a  clas- 
sification, enabling  any  particular  rate  to  be  easily 
ascertained.  We  can  group  these  hundreds  of  articles, 
however,  under  certain  general  heads.  In  1907,  for  ex- 
ample, the  tonnage  of  the  various  kinds  of  traffic, 
according  to  the  grouping  adopted  by  the  Interstate 
Commerce  Commission  was  as  follows : 
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Products  of  agriculture   155,042,000  tons. 

Products  of  animals    39,571,000  " 

Products  of  mines      858,560,000  " 

Products  of  forests    172,287,000  " 

Manufactures     265,629,000  " 

Merchandise    63,663,000  " 

Miscellaneous   63,956,000  ** 

Total  tonnage  hauled  1,641,410,000     ** 

Each  of  these  general  groups  is  made  up  of  a  num- 
ber of  important  classes  of  traffic  which,  in  turn,  can 
be  subdivided  almost  endlessly. 

The  greatest  number  of  these  subdivisions  occurs,  of 
course,  in  the  case  of  munfactures  and  merchandise. 

164.  Rate  problem, — The  railroad  company  must  fix 
its  rates  in  such  a  manner  as  to  secure  from  each  of  these 
sources  of  business  the  proper  amount  of  revenue.  In 
doing  this,  the  traffic  manager  must  keep  in  mind  that 
the  road  has  certain  expenses  which  must  be  met  under 
all  conditions.  The  first  expense  is  what  is  known  as 
the  "fixed  charges"  of  the  road,  which  includes  inter- 
est on  its  bonded  debt,  the  rentals  which  it  pays  to  its 
leased  lines,  taxes,  insurance  and  other  items  of  a  similar 
nature.  To  these,  in  the  case  of  a  profitable  road,  the 
manager  usually  adds  the  item  of  dividends  which  he 
must  earn  for  his  stockholders  and  which,  therefore, 
from  this  point  of  view,  are  fixed.  In  addition,  a  com- 
pany must  spend  a  certain  amount  each  year  upon  the 
maintenance  of  its  roadway  and  equipment.  This 
amount,  as  we  will  see,  is  subject  to  variation,  but  it 
really  should  be  a  reasonably  fixed  quantity  because 
the  failure  to  make  proper  expenditures  results  in  per- 
manent injury  to  the  property.  Finally,  the  traffic  must 
yield  a  sufficient  amount  to  meet  the  cost  of  handling 
the  business.  This  includes  the  operation  of  the  trains, 
losses  due  to  wrecks  and  accidents,  wages  of  trainmen 
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and  signal  men  and  many  other  items  of  a  similar 
nature  which  are  incident  to  the  running  of  a  road. 
To  apportion  these  many  sources  of  expenditures  to 
each  article  handled  is  a  problem  which  is  incapable  of 
perfect  solution  and  about  which  there  is  considerable 
diversity  of  opinion.  A  detailed  study  of  this  subject 
is  not  pertinent  to  the  present  volume  but  there  are  two 
general  principles  which  should  govern  the  amount  of 
freight  charges.  The  traffic  manager  will  not  ordinarily 
carry  any  freight  which  does  not  pay  the  actual  cost  of 
carriage  and  a  surplus  for  the  other  expenses,  and  he 
will  charge  as  much  above  the  cost  of  carriage  as  the 
traffic  will  bear,  consistent  with  the  best  interests  of 
his  company.  This  principle  of  charging  what  the 
traffic  will  bear  is  very  generally  condemned,  espe- 
cially by  people  who  are  not  very  familiar  with  the  rail- 
way business.  It  is  true  that  it  is  abused  and  that  there 
are  many  instances  where  railroads  have  charged  rates 
which  strangled  industry  and  crippled  entire  sec- 
tions. The  principle,  however,  when  applied  in  an 
enlightened  manner,  is  really  the  true  basis  of  all 
railway  charges. 

165.  Grouping  of  railroads  upon  the  basis  of  traffic. 
— Almost  every  railroad  predominates  in  some  one  class 
of  traffic.  It  is  customary  to  classify  them  upon  the 
basis  of  the  most  important  items  of  their  business. 
We  thus  hear  of  "the  granger  roads,"  "the  soft-coalers," 
"the  trans-continentals,"  etc.  In  the  minds  of  the  in- 
vestors the  roads  naturally  group  themselves  in  this 
way,  for  he  realizes  that  the  basic  factor  upon  which 
their  prosperity  depends  is  their  traffic.  To  him,  there- 
fore, it  is  the  most  important  consideration.  The  clas- 
sification of  roads  usually  accepted  is  as  follows: — 
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The  Grain  Roads, 
Chicago,  Burlington  and 

Quincy, 
Chicago,  Milwaukee  and 

St.  Paul, 
Chicago  and  Northwestern 
Missouri  Pacific, 
Union  Pacific, 
Great  Northern, 
Northern  Pacific, 
Rock  Island, 
Atchison,  Topeka  and 

Santa  Fe. 

Soft  Coal 
Baltimore  and  Ohio, 
Chesapeake  and  Ohio, 
Norfolk  and  Western. 
Pennsylvania, 
New  York  Central, 
Hocking  Valley, 
Wabash, 

Lumber, 
Louisville  and  Nashville, 
Great  Northern, 
Northern  Pacific, 
Southern  Pacific, 
Missouri  Pacific, 
Rock  Island, 
Illinois  Central, 
Mobile  and  Ohio, 
Southern, 

Seaboard  Air  Line, 
Atlantic  Coast  Line, 
Norfolk  and  Western. 


Hard  Coal  Roads, 
Reading, 
Lehigh  Valley, 
Delaware,  Lackawanna  and 

Western, 
Delaware  and  Hudson, 
Pennsylvania, 
New    York,    Ontario    and 

Western, 
Erie. 


Ore, 

Pittsburg,     Bessemer    and 

Lake  Erie, 
Lake  Shore, 
Great  Northern, 
Chicago  and  Northwestern. 


Fruit. 
Southern  Pacific, 
Central  Pacific, 
Union  Pacific, 
Atchison, 
Illinois  Central. 

Cotton, 
Louisville  and  Nashville, 
Illinois  Central, 
Missouri  Pacific, 
Seaboard  Air  Line, 
Atlantic  Coast  Line. 
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166.  Reasons  for  this  classification. — It  is  impos- 
sible, in  the  brief  space  which  can  here  be  devoted  to  the 
subject,  to  give  anything  but  the  most  general  survey 
of  the  traffic  questions  which  must  be  considered  by 
the  investor.  Every  railroad  must  be  studied  from  its 
individual  standpoint.  Almost  every  road  presents,  in 
its  annual  reports,  statistics  showing  the  character  and 
proportion  of  each  class  of  its  business.  These  figures 
must  be  carefully  reviewed  by  the  investor  and  their 
importance  taken  into  consideration  in  judging  of  the 
securities  of  the  property.  He  must  study  the  traffic 
position  of  the  road  and  become  intimately  acquainted 
with  the  degree  of  competition  wliich  is  encountered, 
the  markets  which  are  served,  the  rates  which  are 
charged,  the  possibility  of  fluctuations  in  the  volume  of 
business  due  to  hard  times  or  other  causes,  and  the 
effects  which  these  fluctuations  will  have  upon  the  earn- 
ing power  of  the  property.  Such  a  study  is  very  ab- 
sorbing to  any  one  interested  in  such  questions.  It  is 
the  first  and  most  important  analysis  which  must  be 
made  in  determining  the  value  of  the  securities  of  any 
railroad,  for  upon  it  depends  the  gross  earnings  of  the 
property.  If  the  volume  of  gross  earnings  remains 
stationary  the  present  satisfactory  condition  of  the 
property  is  likely  to  continue.  If  it  is  subject  to  violent 
fluctuations  the  investor  must  carefully  study  the  pos- 
sibilities which  are  likely  to  foUow  a  decline. 


CHAPTER  XIX 

ANALYSIS  OF  A  TYPICAL  RAILROAD  REPORT 

167.  Necessity  for  making  a  typical  investigation. — 
It  is  difficult  to  gain  a  clear  understanding  of  the  way 
in  which  an  investor  examines  the  annual  reports  of  a 
railroad  company  in  order  to  ascertain  its  financial 
condition  from  the  mere  study  of  general  principles 
without  any  application  being  made  to  show  how  these 
results  should  be  assembled.  The  intelligent  analysis 
of  the  annual  reports  of  a  company  is  so  important 
to  the  investor,  whatever  kind  of  company  he  may  be 
interested  in,  that  we  will  next  take  up  some  typical 
illustration  and  see  exactly  how  it  is  done.  The  com- 
pany selected  for  consideration  is  the  Chesapeake  and 
Ohio  Railway  Company.  The  rest  of  this  chapter  con- 
sists largely  of  one  of  a  series  of  articles  published  by 
the  author  of  the  Railway  World  in  1907  and  1908. 
The  purpose  in  selecting  this  period  for  comparison  will 
be  evident  when  the  end  of  the  chapter  is  reached.  It 
illustrates  the  degree  to  which  the  investor  can  prophesy 
the  effects  of  panics,  depressions  and  industrial  prostra- 
tion upon  the  fortunes  of  a  corporation. 

168.  Brief  history  of  the  Chesapeake  and  Ohio. — If 
the  romances  of  American  railways  are  ever  written,  few 
systems  east  of  the  Mississippi  River  will  be  able  to 
offer  to  the  reader  such  an  interesting  and  varied  story 
as  the  Chesapeake  and  Ohio  Railway  Company.  Al- 
most every  stage  of  its  development  has  been  dramatic, 
and  in  the  main  vicissitudes  through  which  the  property 
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has  passed,  some  of  the  foremost  figures  in  American 
history  have  been  intimately  involved.  The  beginnings 
of  the  Chesapeake  and  Ohio  were  humble.  Organized 
as  a  short  local  road  intended  to  develop  Tide  Water, 
Virginia,  and  to  connect  one  of  the  richest  sections  of 
the  South  with  the  Atlantic  seaboard,  it  was  gradually 
extended  until  it  reached  the  foothills  of  the  AUe- 
ghenies.  It  was  at  this  time  that  Collis  P.  Hunting- 
ton, fresh  from  his  triumph  of  the  construction  of  the 
Southern  Pacific,  when  casting  about  for  a  road  which 
would  serve  as  an  eastern  section  of  an  ocean-to-ocean 
railway,  secured  control  of  the  Chesapeake  and  Ohio, 
and  announced  his  intention  to  control  a  line  from  San 
Francisco  to  Newport  News  by  the  way  of  New 
Orleans,  with  the  Southern  Pacific  as  the  western  part 
of  the  system  and  the  Chesapeake  and  Ohio  as  the 
eastern  section.  In  order  to  carry  this  through,  he  con- 
templated the  construction  of  a  line  from  Huntington, 
West  Virginia,  located  on  the  banks  of  the  Ohio  river, 
to  New  Orleans.  The  failure  of  Mr.  Huntington's 
transcontinental  project,  while  it  involved  ruin  and 
bankruptcy  to  the  security  holders  of  a  number  of  roads, 
was  of  immense  benefit  to  the  Chesapeake  and  Ohio, 
because  out  of  it  came  the  construction  of  the  lines 
to  Cincinnati,  Ohio  and  Louisville,  Kentucky,  which 
gave  the  system  foothold  in  the  Middle  West  and  en- 
abled it  to  command  its  share  of  the  through  business. 
The  growth  in  the  mileage  of  the  road  since  this  time 
has  been  confined  almost  entirely  to  the  better  de- 
velopment of  the  territory  which  Mr.  Huntington  had 
included  in  the  system.  Each  year  has  seen  the  con- 
struction of  a  substantial  branch  mileage  opening  up 
new  sections  and  contributing  a  large  volume  of  traffic 
to  the  system. 
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169.  Easy  route  of  the  main  line, — The  Chesapeake 
and  Ohio  is  unusually  fortunate  in  possessing  one  of 
the  easiest  routes  to  the  East,  from  an  engineering 
standpoint,  of  any  of  the  trunk  lines.     No  system,  with 
the  exception  of  the  New  York  Central,  which  by  fol- 
lowing the  line  adopted  by  the  Erie  Canal,  secured  an 
almost  water  grade  line  from  the  Lakes  to  the  seaboard, 
possesses  such  easy  and  uniformly  favorable  gradients. 
For  more  than  half  the  distance  to  Cincinnati,  which  is 
the  western  terminus,  the  main  line  of  the  Chesapeake 
and  Ohio  traverses  the  valley  of  the  James  river,  taking 
advantage  of  the  pathway  which  this  river  has  worn 
through  the  eastern  range  of  mountains,  hemming  in 
the  great  valley  of  Virginia.     Leaving  the  valley  at 
Clifton   Forge,   the   line   strikes   boldly   through   the 
Alleghenies,  and  by  a  series  of  tunnels,  and  with  great 
engineering  ingenuity  runs  for  eighty  miles  through 
some  of  the  wildest  country  in  the  East.     At  Hinton 
Valley  the  New  river  is  encountered,  and  the  road, 
again  taking  advantage  of  the  work  which  nature  has 
done,  follows  this  stream  closely  until  it  joins  the  Ohio. 
Because  of  this  fortunate  coincidence  by  which  two 
great  streams,  originating  within  a  short  distance  of 
each  other  and  flowing  in  diametrically  opposite  direc- 
tions cut  through  the  foothills  lying  on  both  sides  of 
the  main  ridge  of  the  Alleghenies,  the  Chesapeake  and 
Ohio  possesses  unusually  favorable  grades,  and  is  able 
to  concentrate  adverse  conditions  within  a  very  few 
miles  of  line.     The  importance  of  this,  from  the  stand- 
point of  operation  cannot  be  overestimated.     As  we 
have  already  pointed  out  the  Chesapeake  and  Ohio  and 
the  Norfolk  and  Western  have  accomplished  unheard-of 
results  in  developing  resources  which  are  badly  handi- 
capped by  their  great  distance  from  the  market,  and 
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have  been  able  to  handle  traffic  at  rates  which  would 
prove  ruinous  to  any  road  not  blessed  with  good  man- 
agement. In  carrying  out  this  policy  the  largest 
assistance  has  come  through  the  increase  in  the  train 
load,  which  more  than  all  else,  makes  for  economical 
operation.  The  Chesapeake  and  Ohio  has  been  for- 
tunate, therefore,  in  possessing  low  grades  over  the 
greater  proportion  of  its  system  and  it  has  been  put  to 
small  expense  to  secure  the  same  favorable  gradients  as 
those  which  have  cost  its  northern  competitors  so  much. 

170.  Change  in  the  road's  traffic, — The  Chesapeake 
and  Ohio  furnishes  one  of  the  most  striking  illustrations 
of  changing  traffic  conditions  to  be  found  in  the  East. 
Originally  the  line  depended  largely  upon  the  through 
business  to  and  from  the  West  for  its  support.  Its 
entrance  into  the  Ohio  Valley  brought  about  violent 
rate  wars,  and  since  that  time  the  road  has  been  almost 
constantly  involved  in  rate  wars  and  traffic  difficulties 
growing  out  of  the  intense  competition  over  the  through 
competitive  traffic.  In  addition  to  its  longer  route,  the 
system  was  handicapped  by  the  relatively  inferior 
steamship  service  which  it  offered  to  European  ports 
as  compared  with  that  prevailing  in  New  York  and 
Boston,  and  by  its  inability  to  reach  the  more  important 
traffic  centers,  such  as  Chicago  and  St.  Louis  on  as 
favorable  terms  as  its  competitors,  forced  as  it  was  to 
rely  upon  the  western  connections  of  other  systems  for 
an  entrance  into  these  cities.  The  road,  secured,  how- 
ever, a  large  amount  of  grain,  flour  and  merchandise 
traffic,  although  it  was  forced  to  handle  this  business  at 
unusually  low  rates. 

The  constantly  increasing  attractiveness  of  the 
transportation  facilities  furnished  by  New  York  told 
heavily  against  the  Chesapeake  and  Ohio.     The  revo- 
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lutionary  technical  improvements  made  by  the  more 
northern  trunk  lines  and  the  development  by  them  of 
close  working  arrangements  with  the  western  systems, 
together  with  the  shifting  of  the  area  of  wheat  produc- 
tion farther  to  the  north,  proved  a  hopeless  handicap 
to  the  southern  lines,  with  the  result  that  both  the 
Chesapeake  and  Ohio  and  the  Norfolk  and  Western 
found  their  through  business  constantly  diminishing. 
The  growth  in  the  earnings  of  the  road  would,  therefore, 
have  been  meagre  had  it  had  been  for  the  unexpected 
development  which  occurred  in  the  territory  immedi- 
ately contiguous  to  the  Chesapeake  and  Ohio. 

An  examination  of  the  traffic  statistics  of  the  prop- 
erty is  most  interesting,  in  that  they  clearly  show  how 
the  fortunes  of  the  road  are  being  more  closely  linked 
each  year  to  the  bituminous  coal  industry  of  Virginia 
and  West  Virginia.  While  the  live  stock  business  de- 
creased from  61,272  tons  in  1900  to  21,768  tons  in 
1907,  and  while  the  grain  traffic  showed  the  same 
tendency,  decreasing  from  630,641  tons  to  451,653  tons, 
the  tonnage  of  bituminous  coal  increased  by  leaps  and 
bounds,  growing  from  4,116,970  tons  in  1900  to  9,896,- 
746  tons  in  1907.  The  only  other  important  item  of 
traffic  showing  a  correspondingly  rapid  increase  was 
the  lumber  business,  which  grew  from  453,985  tons  to 
1,833,980  tons.  The  merchandise  business  relatively 
decreased,  while  the  coke  traffic  showed  an  actual  loss, 
dropping  from  562,427  tons  in  1900  to  457,000  tons  in 
1907. 

171.  Decline  of  through  business. — The  lessons  to  be 
drawn  from  these  figures  are  important.  If  the  Chesa- 
peake and  Ohio  had  been  forced  to  rely  upon  its 
through  business  and  upon  an  ordinary  local  merchan- 
dise movement,  the  system  would  have  bad  art  almost 
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stationary  traffic.  Even  in  spite  of  the  drastic  re- 
organization through  which  the  property  have  been  put, 
its  load  of  fixed  charges  was  heavy,  and  under  such 
traffic  conditions  the  outlook  for  the  stockholder  would 
have  been  most  gloomy.  The  total  traffic  in  1900  was 
9,746,840  tons.  At  the  date  of  the  last  annual  report 
it  had  increased  to  16,866,865  tons.  The  total  increase 
in  business  during  the  seven  years  was,  therefore  7,120,- 
025  tons.  In  this  connection  it  is  rather  astonishing 
to  reflect  that  the  increase  in  the  traffic  in  bituminous 
coal  and  in  lumber  over  this  period  was  7,159,000  tons, 
or  30,000  tons  more  than  the  total  growth  in  the  com- 
pany's business.  In  other  words,  the  combined  growth 
in  the  local  business  of  all  other  classes  of  commodi- 
ties was  not  sufficient  to  offset  the  decline  which  oc- 
curred in  the  through  business.  Of  the  total  increase  in 
business  5,780,000  tons,  or  81  per  cent,  is  represented  by 
the  growth  in  the  coal  traffic. 

The  lumber  traffic  grew  because  of  the  encourage- 
ment which  the  road  extended  to  it,  by  low  rates  and 
superior  facilities,  and  because  of  the  high  prices  and 
seemingly  inexhaustible  market  existing  in  the  populous 
districts  of  the  Atlantic  coastal  plain.  The  increase  in 
the  coal  traffic  was  not  so  easily  accomplished.  The 
Chesapeake  and  Ohio,  and  the  Norfolk  and  Western, 
which  is  its  nearest  neighbor,  is  at  a  heavy  disadvantage 
in  competing  for  the  bituminous  coal  markets  of  the 
East.  The  fuel  of  the  southern  fields,  while  superior  in 
quality,  is  very  remotely  situated  and  the  making  of  the 
market  for  it  is  at  best  a  difficult  task.  The  wonderful 
progress  which  the  officials  of  the  Chesapeake  and  Ohio 
and  the  producers  along  its  lines  have  made  towards 
capturing  the  eastern  market  is  one  of  the  most  notable 
traffic  achievements  in  recent  years.     Since  the  road  is 
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already  so  largely  dependent  upon  this  business  for  its 
support  and  since  its  future  is  so  clearly  linked  with 
this  industry  a  review  of  the  methods  by  which  the  com- 
pany's officials  accomplished  this  growth  is  of  interest 
to  the  security  holders. 

172.  Growth  in  coal  business  due  to  wise  manage- 
ment.— The  success  of  the  campaign  to  introduce 
West  Virginia  coal,  into  the  northern  markets  is  largely 
due  to  the  wonderful  results  which  the  Chesapeake  and 
Ohio  met  with  in  inducing  the  operators  along  its  lines 
to  combine  for  purposes  of  mutual  benefit.  While  most 
of  the  coal  carriers  were  struggling  with  the  baneful 
effects  of  unbridled  competition  between  the  pro- 
ducers on  the  various  systems,  the  Chesapeake  and  Ohio 
succeeded  in  inducing  almost  every  operator  of  impor- 
tance on  its  lines  to  join  in  establishing  a  joint  selling 
agency  known  as  the  Chesapeake  and  Ohio  Coal 
Agency  Company.  This  company  was  one  of  the  most 
influential  means  by  which  the  Chesapeake  and  Ohio 
was  able  so  materially  and  so  rapidly  to  increase  its 
tonnage. 

The  organization  of  the  coal  agency  company  was 
exceedingly  simple.  Although  inspired  by  the  railroad 
company,  it  was  largely  under  the  management  of  the 
coal  operators.  The  Chesapeake  and  Ohio  Coal 
Agency  Company  made  contracts  with  the  various 
operators,  usually  for  a  period  not  exceeding  one  year, 
which  provided  for  a  rating  of  the  various  mines  in- 
cluded in  the  combination,  and  a  percentage  division  of 
the  market  based  upon  this  computation.  The  coal 
agency  company  became  the  selling  organization  for  all 
of  the  coal  produced  by  its  members  at  a  uniform  price, 
fixed  by  the  majority.  The  agency  proportioned  its 
orders  among  the  members  of  the  company  on  the  basis 
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of  the  relative  proportion  of  the  total  orders  and  the 
maximum  output  of  the  combined  enterprises.  It  will 
be  seen  that  this  combination  had  none  of  the  objec- 
tionable aspects  of  a  trust.  The  interest  of  the  railroad 
company  was  at  best  indirect  and  extended  only  so  far 
as  to  enable  its  producers  to  make  the  most  of  the  op- 
23ortunities  which  were  presented  to  them,  and  to  de- 
velop the  largest  amount  of  tonnage  which  could  be 
consistently  done.  The  Chesapeake  and  Ohio  strictly 
maintained  its  position  as  a  common  carrier  and  charged 
to  all  sliippers  an  equal  rate  and  gave  to  none  any  spe- 
cial privileges.  The  coal  agency,  therefore,  was  a 
means  of  increased  benefit  to  every  coal  producer  on  the 
lines  of  the  Chesapeake  and  Ohio,  because  by  pooling 
the  efforts  of  so  many  producers  it  was  able  to  pursue 
a  more  energetic  campaign  for  new  markets,  and  to 
force  its  product  into  popularity  with  greater  rapidity 
than  the  several  operators  could  have  done  had  they 
worked  as  individuals. 

The  Chesapeake  and  Ohio  was  unusually  success- 
ful in  harmonizing  the  inevitable  differences  and  bick- 
erings which  were  bound  to  develop  under  such  a  loose 
organization  and  the  Chesapeake  and  Ohio  Coal  Agency 
Company  was  able  to  renew  its  contract  without  much 
difficulty  until  1901.  In  that  year  a  large  number  of 
the  operators  believing  that  by  seceding  they  would 
be  able  to  secure  a  larger  percentage  of  the  business 
than  they  could  get  under  the  cooperative  arrangement, 
withdrew  from  the  coal  agency  company  and  organized 
the  New  River  and  Kanawha  Coal  Company,  with  a 
subscribed  capital  of  $200,000.  This  company  was 
formed  by  a  large  number  of  the  operators  in  the  New 
River  and  Kanawha  districts  and  comprised  a  large  part 
of  the  tonnage  of  the  Chesapeake  and  Ohio  Railway. 
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The  new  organization  followed  closely  the  model  of  the 
coal  agency  company,  each  member-company  maintain- 
ing its  separate  identity  and  operating  its  own  property. 
The  corporation  was  officered  by  the  officials  of  the  most 
important  members  and  its  operations  have  been  highly 
successful. 

173.  Road  purchases  coal  company. — ^Although  it 
was  feared  for  a  time  that  the  creating  of  the  New  River 
and  Kanawha  Company  would  act  as  a  disturbing 
influence  in  the  Chesapeake  and  Ohio  coal  territory, 
and  would  obstruct  the  missionary  work  which  was  be- 
ing carried  on  in  the  interest  of  the  product  of  this 
region,  these  fears  have  proved  groundless,  for  the  two 
companies  work  in  comparative  harmony,  and  their  at- 
tack has  been  directed  rather  at  the  producers  of  other 
sections  than  at  each  other.  The  Chesapeake  and  Ohio, 
however,  realized  that  its  hold  over  the  producers  on  its 
lines  was  hardly  sufficient  to  enable  it  to  enforce  its 
program  of  harmony  and  united  action  for  the  benefit 
of  all  in  times  of  falling  prices,  and  of  curtailment  in 
demand.  As  a  consequence  the  officials  of  the  com- 
pany, in  September,  1905,  purchased  the  stock  of  the 
Western  Pocahontas  Corporation,  which  controls  about 
30,000  acres  of  coal  and  timber  land  on  the  line  of  its 
Piney  Creek  extension,  paying  therefor  $250,000  in 
cash,  besides  guaranteeing  $750,000  of  the  Western 
Pocahontas  Corporation's  4^/2  per  cent  bonds. 

It  was  indeed  an  achievement  to  rejuvenate  a  rail- 
road by  modernizing  and  improving  its  property,  and 
thus  to  earn  dividends  for  its  stockholders.  But  when 
this  must  be  accomplished  under  conditions  which  de- 
mand the  creation  of  new  business  to  take  the  place  of 
what  through  the  force  of  circumstances  is  slipping 
away  from  it,  the  achievement  is  monumental.     If  the 
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officials  of  the  Chesapeake  and  Ohio  have  nothing  else 
to  offer  as  a  result  of  the  years  of  their  labor  than  the 
wonderful  development  of  the  coal  business  along  the 
company's  lines  they  have  done  sufficient  to  earn  the 
approbation  of  the  stockholders. 

174.  Technical  improvements  of  recent  years, — 
The  work  of  developing  traffic  is  not  the  only  prob- 
lem which  the  officials  of  the  Chesapeake  and  Ohio  have 
successfully  solved  in  the  last  few  years.  Their  success 
in  the  movement  to  make  a  market  for  the  soft  coal 
depended  upon  cheap  transportation,  and  low  rates 
could  only  be  given  by  securing  the  highest  technical 
efficiency  for  the  system.  The  average  trainload  of 
225  tons  in  1890  had  been  increased  to  325  tons  in  1896. 
This  was  made  necessary  by  the  constant  fall  in  the 
rates,  the  average  rate  per  tone  per  mile  on  coal  falling 
from  .339  cents  in  1890  to  .253  cents  in  1896. 

175.  Successful  operation  under  heavy  handicaps. — 
The  return  of  industrial  prosperity  in  the  late  nineties 
it  will  be  remembered,  did  not  mark  the  beginning  of 
profitable  rates  for  the  railroad.  The  Chesapeake  and 
Ohio  although  handicapped  by  an  equipment  and  road- 
bed inferior  in  point  of  technical  efficiency  to  that  of 
the  northern  roads,  was  forced  by  its  natural  disad- 
vantages to  meet  the  lowest  rate  named  by  any  trunk 
line  on  coal  to  the  seaboard,  so  that  in  1899  the  average 
rate  on  eastbound  coal  upon  this  system  was  .221  cents 
per  ton  per  mile.  In  other  words,  at  the  time  that  the 
Pennsylvania  put  through  the  community  of  interest 
plan,  the  Chesapeake  and  Ohio  was  carrying  a  ton  of 
coal  five  miles  in  order  to  earn  one  cent!  No  railroad 
in  the  United  States  has  ever  successfully  operated  un- 
der such  very  low  rates.  The  achievement  of  the 
officials  of  the  Chesapeake  and  Ohio  in  operating  their 
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property  during  this  year  at  a  ratio  of  63  per  cent, 
paying  the  fixed  charges  upon  the  bonded  debt  and 
earning  $663,000  surplus  is  one  of  the  most  remarkable 
accomplishments  in  the  annals  of  our  railroads. 

176.  Tlie  development  since  1899. — With  the  up- 
ward movement  of  freight  rates,  which  began  in  1899, 
the  Chesapeake  and  Ohio  entered  upon  a  period  of 
considerable  prosperity.  Realizing  that  the  future  of 
the  property  depended  upon  high  technical  efficiency, 
every  effort  was  bent  toward  this  end.  In  1896  less 
than  half  of  the  road  was  laid  with  rails  exceeding  in 
weight  sixty-two  pounds  to  the  yard.  In  1906  less  than 
15  per  cent  of  the  road  was  laid  with  rails  of  this  weight ; 
while  almost  half  of  the  line,  including  practically  all 
of  the  sections  on  which  heavy  traffic  is  found,  has  been 
since  laid  with  rails  exceeding  in  weight  eighty-five 
pounds  to  the  yard. 

This  wholesale  betterment  work  explains  the  large 
'maintenance  of  way'  expenditures  of  the  company 
which  for  a  considerable  period  averaged  over  $2,500 
per  mile.  These  liberal  expenditures  were  in  a  sense 
necessary  because  every  other  road  in  the  same  district 
was  pushing  up  its  standard,  thereby  making  possible 
more  economical  operation.  The  increase  in  the  capa- 
city of  locomotives  kept  pace  with  track  improvements, 
the  average  tractive  power  in  1906  being  27,935  pounds. 

Detailed  statistics  concerning  this  item  of  mainte- 
nance are  not  available,  but  the  increase  in  the  tractive 
power,  or  in  other  words,  in  the  pulling  capacity  of  the 
locomotives,  showed  that  a  steady  improvement  had 
been  taking  place. 

As  a  result  of  these  improvements  together  with  the 
many  revisions  of  grades  and  the  elimination  of  curva- 
ture, the  trainload  steadily  rose,  jumping  from  325 
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tons  in  1896  to  586  tons  in  1906.  The  results  of  these 
technical  improvements  are  apparent  when  it  is  remem- 
hered  that  the  company,  while  barely  able  to  make  both 
ends  meet  with  a  rate  per  ton  per  mile  of  .426  cents  in 
1896  earned  a  profit  of  T^/o  per  cent  on  its  stock  with 
a  rate  of  .420  cents  in  1906.  Looking  at  it  from  an- 
other point  of  view,  the  company  while  enjoying  a 
growth  of  $14,000,000  in  gross  earnings  in  ten  years, 
was  able  to  show  an  increase  of  $6,000,000  in  net  earn- 
ings and  an  improvement  of  nearly  $4,500,000  in  net 
profit. 

177.  Conservative  financial  policy, — This  remark- 
able showing  was  due  in  part  to  the  conservative  policy 
which  the  company  pursued  in  reference  to  capitaliza- 
tion. The  bonded  debt  of  the  property  was  slowly 
increased,  growing  from  $96,831,000  in  1900  to  $109,- 
520,000  in  1906 — an  increase  of  $12,707,000  or  approxi- 
mately 13  per  cent.  This  growth  in  capitalization  is 
exceedingly  moderate,  since  it  was  accompanied  by  an 
increase  in  the  company's  traffic  amounting  to  56  per 
cent.  The  company's  mileage  was  slowly  increased, 
growing  from  1,360  miles  in  1896  to  1,793  miles  in 
1906.  The  larger  part  of  this  increase  is  represented 
by  the  many  short  branches  which  have  been  added, 
year  by  year,  for  the  purpose  of  developing  new  coal 
areas,  and  to  more  fully  exploit  those  which  were  al- 
ready tributary  to  the  system. 

178.  Financial  outlook. — The  gross  earnings  of  the 
property  for  the  year  ending  June  30,  1907,  were  $19,- 
974,860  from  freight  traffic,  and  $4,886,000  from  pas- 
senger business,  which  together  with  the  miscellaneous 
income  gave  gross  earnings  of  $25,797,000.  The  oper- 
ating expenses  consumed  $16,650,000,  leaving  net 
earnings  of  $9,147,000.     The  company  received  miscel- 
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laneous  income  of  $244,000,  giving  it  a  gross  income  of 
$9,391,000.  From  this  was  deducted  $4,234,000  as 
interest  on  the  bonded  debt,  taxes,  interest  on  equip- 
ment trust,  rentals  on  leased  lines,  and  losses  on  the 
Chesapeake  and  Ohio  grain  elevator.  The  net  income 
of  the  property  was,  therefore,  $3,393,000.  From  this 
the  company  made  payments  amounting  to  $1,337,000 
on  account  of  the  principal  of  the  equipment  trust 
obligations  falling  due;  appropriated  $1,347,00  for  ex- 
traordinary expenditures  for  improvements  and  new 
equipment;  paid  $19,800  into  the  Green  Briar  railway 
sinking  fund  and  disbursed  the  annual  dividend  of  1 
per  cent,  calling  for  $628,000.  This  left  the  company 
a  balance  of  $61,000,  which  was  transferred  to  the  credit 
of  profit  and  loss. 

The  question  naturally  arises  in  our  minds  as  to 
what  would  be  the  extent  of  the  inroads  upon  the  earn- 
ings which  the  company  would  suffer  in  periods  of 
financial  depression.  If  we  may  judge  by  the  experi- 
ence of  the  past  it  is  very  unlikely  that  the  tonnage 
offered  to  the  road  would  show  any  severe  curtailment. 
In  the  years  from  1893  to  1898,  which  span  an  industrial 
depression,  the  traffic  offered  to  the  road  steadily  in- 
creased, every  year  showing  a  substantial  growth  over 
that  of  the  preceding  period.  This  movement  was  so 
pronounced,  that  the  road  was  able  to  show  an  annual 
increase  in  its  freight  earnings  in  spite  of  a  decline  in 
the  average  rates.  The  only  decline  in  revenue  which 
the  company  experienced  occurred  in  the  case  of  the 
passenger  business,  the  earnings  for  1895,  1896,  1897 
and  1898  falling  below  the  amounts  turned  into  the 
company's  treasury  from  this  source  during  1894. 

179.  Safety  of  the  company's  bonds. — The  Chesa- 
peake and  Ohio  was  one  of  the  few  railroads  which  was 
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able  to  report  to  its  stockholders,  year  by  year,  during 
the  industrial  depression  from  1893  to  1897  a  constant 
and  steady  increase  in  its  net  income.  As  a  result  of 
this  the  company  was  able  to  weather  the  storm  which 
wrecked  most  of  the  other  trunk  lines  depending  on  the 
soft  coal  traffic,  and  met  its  fixed  charges  without  de- 
fault. On  the  basis  of  this  showing  it  is  exceedingly 
unlikely  that  much  question  would  be  made  as  to  the 
safety  of  the  interest  on  the  bonds  of  this  corporation, 
particularly  when  it  is  borne  in  mind  that  the  fixed 
charges  of  the  company,  after  the  amount  necessary  for 
taxes  has  been  deducted  from  the  net  income,  are  con- 
siderably less  than  50  per  cent  of  the  surplus  income. 

180.  The  dividend  and  its  stability, — The  Chesa- 
peake &  Oliio  began  the  payment  of  dividends  in  1900 
and  the  rate,  which  was  established  at  1  per  cent,  was 
continued  unchanged  until  June,  1909,  when  it  was 
raised  to  4  per  cent  a  j  ear.  Although  much  opposition 
developed  during  the  nine  years  to  the  payment  of  such 
a  small  dividend  when  the  company  was  earning  several 
times  the  amount,  the  wisdom  of  such  a  policy  for  the 
first  part  of  that  period,  at  least,  is  generally  acknowl- 
edged. Although  the  coal  traffic  of  the  Chesapeake 
and  Ohio  is  founded  upon  a  business  which  is  now  well 
established,  yet  it  is  generally  believed  this  road  would 
feel  the  shock  of  any  set  back  or  demoralization  in  the 
trade  to  as  great  an  extent  as  any  of  the  eastern  carriers. 
It  must  also  be  borne  in  mind  that  while  the  profile  of 
the  road  shows  unusually  favorable  grades,  a  consider- 
able amount  of  work  could  profitably  be  done  looking 
towards  a  further  increase  in  the  trainload. 

The  safety  of  the  dividend  on  the  company's  stock 

is  a  matter  depending  upon  its  ability  to  maintain  rates 

within  reasonable  limits  or  to  offset  any  considerable 
yii— 17 
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decline  in  earnings  by  a  corresponding  reduction  in 
operating  expenses.  Judged  from  the  experience  of 
the  past  it  is  unfair  to  presume  that  the  traffic  offered 
to  the  Chesapeake  and  Ohio  will  be  likely  to  show  any 
material  decrease  in  volume,  and  the  only  apprehension 
from  this  source  .an  concern  the  permanency  of  paying 
rates.  The  close  harmony  existing  among  the  soft  coal 
carriers,  the  strength  and  solidarity  which  has  been  im- 
parted to  the  bituminous  industry  by  the  creation  of  a 
large  number  of  influential  corporations,  officered  by 
men  of  wisdom  and  acumen,  together  with  the  impres- 
sive object  lesson  of  a  steady  maintenance  of  rates  dur- 
ing the  last  five  years  in  spite  of  a  decline  in  the 
wholesale  prices  of  coal,  should  be  sufficient  grounds  to 
bear  out  the  conclusion  that  the  trunk  lines  will  be  able 
to  maintain  their  rates  within  reasonable  limits  even 
under  the  most  adverse  conditions.  Even  a  reversion 
to  the  rates  of  1899  would  only  decrease  the  freight 
earnings  of  the  Chesapeake  and  Ohio  $1,575,000,  and  if 
we  add  to  this  a  drop  of  8  per  cent  in  passenger  earn- 
ings, or  $390,000  (representing  the  proportion  of 
decrease  occurring  in  1895  as  compared  with  the  preced- 
ing year),  we  see  that  the  maximum  decrease  in  the 
income  of  thj  property  which  could  be  expected  would 
only  be  $1,964,000.  If  the  management  were  to  effect 
a  cut  of  10  per  cent  in  operating  expenses  they  would 
be  able  to  entirely  offset  this  shrinkage  in  income,  or  if 
a  temporary  cessation  was  made  in  the  appropriation 
for  extraordinary  expenses  for  improvements  and  new 
equipment,  there  would  only  be  left  a  balance  of  $627,- 
000  to  be  provided  for  in  this  manner. 

So  long  as  the  rates  can  be  maintained  there  is  cer- 
tainly little  likelihood  of  a  dangerous  decrease  in 
earnings.     The  Chesapeake  and  Ohio  has  always  pos- 
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sessed  an  exceedingly  stable  business,  and  the  only 
difficulties  which  the  company  has  ever  encountered 
have  revolved  around  the  question  of  rates.  With 
this  stumbhng  block  removed  there  is  every  reason  to 
believe  that  the  dividends  on  the  property  will  in  the 
near  future  be  increased  rather  than  diminished/ 

It  is  easy  to  prophesy  if  there  is  no  immediate  pros- 
pect of  having  the  prediction  verified.  The  accuracy 
of  the  conclusions  made  in  1908  can  now  be  clearly  estab- 
lished. The  company  has  gone  through  the  worst  of 
the  recent  depression  and  the  volume  of  traffic  and  of 
earnings  has  now  returned  to  almost  normal  condi- 
tions. Every  prediction  has  been  fulfilled.  Divi- 
dends were  continued  and  increased  and  reasonable 
provisions  for  maintenance  were  made.  This  illus- 
tration serves  to  show  the  possibilities  of  ascertaining 
the  condition  of  a  company  by  careful  analysis  of  its 
reports. 

1  The  reader  should  bear  in  mind  that  the  foregoing  analysis  of  a  railroad 
report,  presented  in  this  chapter  as  an  illustration,  was  written  by  the  author 
in  1907. 


CHAPTER  XX 

PUBLIC  SERVICE  BONDS 

181.  Considerations  affecting  values. — The  most  im- 
portant consideration  affecting  the  value  of  public  serv- 
ice corporation  bonds,  i.  e.,  bonds  of  street  railways, 
inter-urban  railways  and  gas  and  electric  companies, 
is  the  character  of  the  franchise  secured  by  the  com- 
pany. All  these  corporations  obtain  a  charter  from  the 
State  defining  their  rights,  duties  and  privileges,  and 
a  franchise  is  granted  them  to  carry  on  certain  opera- 
tions within  the  community  they  are  to  serve.  The 
life  of  this  franchise  is  usually  limited,  its  duration 
varying  with  different  states  and  different  companies. 
From  the  nature  of  the  operations  of  a  public  service 
corporation,  it  is  usually  necessary  to  obtain  the  con- 
sent of  property  owners  to  pass  over  their  property, 
and  this  consent  may  be  compelled  by  condemnation 
proceedings  if  the  interests  of  the  public  require  such 
action. 

A  great  many  corporations  operate  under  perpetual 
franchises,  though  there  is  a  growing  public  sentiment 
in  favor  of  the  limited  franchise.  The  long  time  fran- 
chise is,  of  course,  best  as  far  as  the  investor  is  concerned. 
A  public  service  corporation  serving  under  a  limited 
franchise  should  provide  a  sinking  fund  when  issuing 
bonds,  so  as  to  substantially  reduce  its  indebtedness  by 
the  time  the  franchise  expires.  Long  term  franchises 
that  are  subject  to  the  control  of  the  government 
to  rates  and  service,  would  probably  prove  most  satis 
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factory  to  the  bondholder,  to  the  stockholder  and  to 
the  public. 

A  more  detailed  study  of  the  franchise  question  and 
its  relation  to  capitalization  will  be  taken  up  in  a  later 
chapter.  A  valuable  statement  of  the  other  leading 
factors  which  have  to  do  with  the  values  of  public 
service  securities  was  made  by  Mr.  Allen  G.  Hoyt, 
in  a  special  lecture  to  the  class  in  Investments  of  the 
New  York  University  School  of  Commerce,  Accounts 
and  Finance: 

Ordinarily,  it  is  not  a  good  plan  to  buy  the  securities  of  a 
corporation  serving  a  small  community.  A  community  of  100,- 
000  is  set  as  an  approximate  limit  by  some  people,  but  no  hard 
and  fixed  rule  can  be  laid  down.  I  know  a  great  many  corpora- 
tions, operating  in  communities  of  50,000  population,  the  se- 
curities of  which  are  perfectly  safe.  It  is  well  to  avoid  too 
small  a  community  because  some  accident  may  cause  trouble 
and  affect  the  ability  of  the  company  to  pay  the  interest  or 
principal  of  its  bond  issues.  In  the  case  of  one  inter-urban 
railway  I  have  in  mind,  there  was  a  serious  accident  in  which 
a  great  many  people  were  killed;  numerous  damage  suits  were 
started,  and  for  a  long  time,  while  fighting  these  suits,  the  com- 
pany had  great  difficulty  in  meeting  its  obligations. 

In  buying  the  bonds  of  a  public  service  corporation  we  should 
look  into  the  character  of  the  community  to  about  the  same 
extent  as  when  buying  municipal  bonds,  and  we  should  give  the 
same  consideration  to  the  nature  of  the  people,  the  nature  of 
their  industries,  and  questions  as  to  whether  the  community  is 
substantial  and  good.  Generally  speaking,  public  service  cor- 
porations in  comparatively  small  communities,  of  50,000  popu- 
lation or  less,  should  have  gross  earnings  amounting  to  about 
five  times  their  fixed  charges. 

The  value  of  the  property  is  important.  Usually,  in  buy- 
ing public  service  corporation  bonds,  we  have  an  appraisal  by 
expert   engineers,   which   gives   the    replacement   value   of   the 
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property.  It  may  be  found  that  this  is  not  much  in  excess  of 
the  bond  issue,  and  yet  the  bonds  may  be  perfectly  safe,  because 
the  good  will  and  franchise  rights  should  also  be  taken  into 
consideration.  If  there  were  a  foreclosure,  a  great  many  people 
would  come  and  buy  the  property,  paying  more  than  the  mere 
replacement  value  because  (I  am  assuming  that  it  is  a  desirable 
locality)  there  is  a  great  deal  of  profit  in  the  operation  of  a 
public  service  corporation.  In  a  new  proposition,  we  usually 
require  that  the  property  represented  shall  cost  moref  than  the 
bond  issue  by  a  safe  margin ;  in  old  properties,  this  question  is 
not  important,  because  there  we  always  have  the  earning  power 
of  the  property  in  addition  to  its  actual  value. 

There  should  usually  be  provided  a  sinking  fund  which  will 
substantially  reduce  the  indebtedness  at  the  expiration  of  the 
franchise,  and  even  in  the  case  of  companies  operating  under 
a  perpetual  franchise  we  often  require  such  a  sinking  fund.  In 
public  service  corporations  operating  in  or  near  a  city  like  New 
York,  where  the  population  is  bound  to  grow  within  the  next 
twenty  years,  it  is  not  so  important  that  a  sinking  fund  be 
provided  to  reduce  the  indebtedness,  because  the  property  instead 
of  growing  less  valuable,  will  be  growing  more  valuable  all  the 
time. 

Public  service  bonds  have  ordinarily  a  very  limited  market. 
The  issue,  even  in  case  of  towns  of  50,000  or  100,000,  is  usually 
not  over  $5,000,000  and  will  probably  be  handled  by  one  or  two 
banking  houses.  If  you  buy  such  bonds  and  then  want  to  sell 
them  later,  you  would  find  difficulty  in  obtaining  a  purchaser 
except  through  the  house  from  which  you  purchased  them. 
These  banking  houses  can,  and  will,  convert  these  bonds  into 
cash  for  you,  and  are  ready  to  loan  money  upon  them,  but  still 
you  cannot  say  that  such  bonds  have  the  same  market  as  rail- 
road bonds  which  are  part  of  a  $100,000,000  issue  and  are  sold 
on  all  the  important  stock  exchanges.  Although  such  bonds 
have  a  limited  market,  they  bear  a  higher  rate  of  interest  than 
do  the  standard  municipal  or  railroad  bonds.  The  latter  gen- 
erally yield  about  4  per  cent,  whereas  the  public  service  cor- 
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poration  bonds,  the  security  of  which  there  can  be  no  question, 
will  yield  about  5  per  cent. 

Public  service  bonds  enjoy  a  certain  advantage  in  that  the 
record  of  earnings  of  public  service  corporations  during  periods 
of  depression  tend  towards  stability  even  to  a  greater  extent 
than  is  the  case  with  railroads.  For  the  year  ended  June  30, 
1908,  street  railway  companies,  lighting  companies  and  gas 
companies  suffered  a  very  moderate  decline  in  earnings  (in 
general),  whereas  railroad  companies  suffered  a  decline  of  from 
10  per  cent  to  25  per  cent;  telephone  companies  actually  in- 
creased their  earnings  during  this  period;  i.e.,  companies  oper- 
ating under  the  Bell  system.  Normally  speaking,  the  securities 
of  public  service  corporations  will  increase  in  value,  because  the 
population  of  our  cities  is  generally  increasing.  Generally 
speaking,  public  service  corporation  securities,  if  properly  se- 
lected, offer  a  safe  investment. 

182.  Gas  company  bonds. — Gas  companies  furnish 
what  is  now  a  pubhc  necessity,  and  in  view  of  the  in- 
creasing use  of  gas  for  fuel,  it  is  more  of  a  necessity 
than  it  ever  was.  Flat  and  apartment  houses  are 
equipped  for  gas,  not  only  in  New  York,  but  in  a  great 
many  moderate  sized  towns  as  well.  The  demand  is 
constant  and  ordinarily  increases  with  the  increase  in 
population.  In  the  case  of  gas  companies  serving 
moderate  sized  towns,  it  is  well  to  have  the  debt  bear 
a  proportionate  relation  to  the  cost  of  the  property. 
Gas  companies  are  not  perhaps  subject  to  the  danger 
of  competition  as  are  electric  companies  on  account  of 
the  heavy  cost  of  the  initial  installation.  Sometimes 
a  gas  company  meets  with  local  difficulties.  One  com- 
pany in  a  fair  sized  town  in  the  West  could  not  get  its 
coal  one  winter  to  make  the  gas.  It  was  dependent 
on  the  Northern  Pacific  Railway,  from  which  it  could 
not  get  the  coal  it  needed,  and  was  therefore  unable  to 
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supply  the  gas  and  lost  its  franchise.  Other  com- 
panies suffer  from  cheap  electricity.  The  ideal  way 
is  to  have  the  same  company  own  the  gas  company,  the 
electric  company  and  the  street  railway  company. 

183.  Electric  light  bonds. — This  class  of  securities  is 
growing  in  favor.  Formerly  investors  believed  an 
electric  company  did  not  have  much  tangible  property. 
The  actual  property  which  it  has  invested  in  a  generat- 
ing plant  is  a  small  part  of  the  property  which  it  owns 
as  a  whole.  It  may  be  bonded  for  $1,000,000,  and  have 
a  plant  worth  $200,000,  the  rest  of  its  property  being 
represented  by  wire  and  distributing  instruments  of 
different  kinds  which  is  not  considered  as  very  good 
security  for  a  bonded  debt.  But  after  all  it  is  earning 
power  which  determines  value,  continued,  substantial 
earning  power,  and  the  electric  companies  have  that. 
It  has  become  more  and  more  difficult  for  competi- 
tion to  develop  in  the  case  of  a  strongly  intrenched 
company.  This  company  in  power  is  in  a  better  posi- 
tion, has  the  business  and  if  charging  a  reasonable  rate 
need  not  fear  any  possible  competitor. 

Speaking  of  this  class  of  securities  from  the  invest- 
ment point  of  view  Frank  A.  Vanderlip,  president  of 
the  National  City  Bank,  of  New  York,  recently  said: 

Electric  light  securities  are  among  the  most  recent  types  of 
investment  upon  which  the  public  has  been  called  upon  to  pass 
judgment.  As  recently  as  five  years  ago,  the  most  conservative 
of  bond  houses  declined  to  handle  electric  light  securities,  or  at 
least  found  great  difficulty  in  marketing  them,  unless  exception 
might  be  made  in  the  very  few  cases  of  large  companies  in  the 
great  cities.  The  ordinary  plant  in  a  city  of  50,000  or  100,000 
people  did  not  offer  a  form  of  security  sufficiently  tried  and 
seasoned  to  attract  conservative  investment  houses  to  its  exploita- 
tion.    When  we  note  that  the  total  investment  in  electric  light 
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plants  has  now  passed  well  beyond  the  billion  dollar  mark,  and  re- 
member that  five  years  ago  there  were  some  4,000  companies 
with  a  total  investment  of  perhaps  $700,000,000,  that  state- 
ment is  surprising.  But  even  to-day  with  more  than  $1,000,- 
000,000  of  investments,  the  number  of  electric  light  securities 
that  are  found  on  the  bond  lists  of  any  of  the  great  Exchanges 
is  surprisingly  small. 

Investors  have  hesitated  to  give  full  confidence  to  such  se- 
curities because  of  reasons  inherent  in  the  nature  of  the  business. 
Up  to  five  years  ago,  the  technical  development  had  been  so 
rapid  that  the  method  and  cost  of  production  did  not  settle 
down  to  any  thing  like  a  standard  rate.  No  one  knew  what 
moment  some  genius  might  come  along  with  a  new  invention  in 
dynamo  or  lamp  that  would  make  scrap  of  the  best  plant  thus 
far  erected.  The  most  improved  machinery  was  turned  into 
scrap  more  rapidly  in  the  electric  lighting  business  than  in 
almost  any  other  field,  and  that  sort  of  thing  is  distinctly  dis- 
couraging to  a  bondholder.  The  comfort  of  any  investor 
was  likely  to  be  disturbed  by  the  prospect  of  a  competitor 
dropping  into  the  choicest  part  of  any  existing  company's  field 
and  producing  current  by  improved  methods  more  cheaply  than 
than  the  old  company  could  produce  it. 

These  difficulties  are  now  in  a  rapidly  increasing  measure 
being  removed.  The  methods  of  production  are  being  standard- 
ized. The  growing  demand  that  wires  be  run  in  conduits,  and 
the  acquisition  and  control  of  conduit  systems  make  both  legiti- 
mate competition  and  raiding  by  companies  organized  only  for 
that  purpose  much  more  difficult.  Further  than  that,  the  clear- 
ness with  which  the  public  is  coming  to  recognize  that  its  rights 
are  best  safeguarded  by  granting  monopoly  privileges,  and 
then  subjecting  the  monopoly  to  reasonable  regulation  is  a  safe- 
guard which  the  investor  recognizes  and  appreciates. 


CHAPTER  XXI 

ELECTRIC  RAILWAY  SECURITIES 

184.  Originally  many  small  companies, — A  proper 
comprehension  of  the  value  of  the  various  securities 
issued  by  the  street  railways  of  our  large  cities  depends 
upon  understanding  the  conditions  under  which  these 
were  issued,  and  the  relation  which  they  bear  to  the 
various  other  classes  of  stocks  and  bonds  covering  the 
same  systems.  The  beginnings  of  the  city  street  rail- 
ways were  small  and  insignificant.  The  first  stages  of 
their  development  was  characterized  by  the  existence  of 
a  large  number  of  small  companies,  each  of  whom  had 
securities  outstanding,  and  each  of  which  was  actively 
competing  with  the  other.  One  of  the  most  note- 
worthy things  concerning  the  street  railway  business 
is  the  fact  that  comparatively  few  bonds  have  been 
issued,  most  of  the  securities  being  stocks. 

In  Philadelphia,  for  example,  there  were  sixty-five 
separate  companies  chartered  at  various  dates,  each 
actively  competing  for  the  business  which  is  now  in- 
cluded in  one  system.  The  same  situation  existed  to 
a  greater  or  less  degree  in  practically  every  other  city 
of  the  country.  These  early  years  were  ones  of  strong 
competition,  sometimes  companies  being  forced  into 
bankruptcy  as  a  result  of  highly  competitive  condi- 
tions. The  multiplicity  of  companies  was  unsatisfac- 
tory to  the  public  because  of  the  necessity  of  paying 
several  fares  to  travel  a  short  distance.  The  evils  of 
competition  were  quickly  realized  and  generally  de- 
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plored  by  those  connected  with  the  industry.  Because 
of  these  evils  a  movement  was  started  at  an  early  date 
for  consolidating  the  small  lines.  This  movement  in 
most  cases  followed  certain  well  defined  courses.  The 
first  step  was  the  absorption  of  the  smaller  lines  into 
a  few  systems.  This  did  not  eliminate  competition  but 
rather  reduced  it  to  a  struggle  between  three,  four  or 
five  companies,  as  the  case  might  be,  for  each  was 
endeavoring  to  achieve  its  supremacy  by  encroaching 
upon  the  territory  of  other  lines.  As  a  consequence 
the  early  efforts  minimized,  but  did  not  remove  the 
difficulties  of  competition. 

185.  The  basis  for  consolidation. — The  next  step  was 
the  consolidation  of  these  larger  companies  into  one 
or  more  corporations.  Sometimes  this  consolidation 
was  made  directly  into  one  company.  In  other  cases 
it  progressed  more  slowly,  requiring  several  changes 
before  the  final  result  was  secured.  At  the  present 
time,  however,  in  practically  all  of  our  large  cities  there 
is  one  large  company  which  operates  the  entire  street 
railway  system. 

The  factor  which,  more  than  anything  else,  made 
possible  this  general  welding  together  of  the  numerous 
street  railway  lines,  was  the  rapid  and  continuous 
growth  in  earnings.  The  street  railway  business  is  one 
which  illustrates  the  law  of  increasing  returns  perhaps 
better  than  any  other  industry.  One  of  the  most  im- 
portant facts  in  history  of  our  country  during  the  last 
fifty  years  has  been  the  remarkable  growth  of  our 
large  cities.  The  enormous  increase  in  the  number 
of  manufacturing  industries  and  the  volume  of  their 
products  and  the  rapid  expansion  of  all  businesses 
which  indirectly  depend  upon  them,  such  as  the  bank- 
ing business,  shipping  and  transportation  business,  has 
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turned  into  the  large  cities  an  enormous  population 
recruited  to  a  large  extent  from  the  country  districts. 
This  growth  in  the  city  population  is  the  real  basis 
for  the  prosperity  of  the  street  railway  system.  Every 
additional  inhabitant  of  a  city  makes  an  added  cus- 
tomer for  the  street  railway.  The  consequence  has 
been  that  in  every  case  the  traffic  of  the  street  rail- 
way grows  steadily  and  rapidly  year  after  year. 

186.  Technical  economies  from  consolidation, — 
Along  with  this  growth  in  traffic  has  come,  at  the  same 
time,  economies  of  operation  which  were  undreamed 
of  by  the  early  pioneers  in  this  field.  The  introduction 
of  electricity  as  a  motive  power,  for  example,  made 
it  possible  to  move  cars  with  a  small  fraction  of  the 
expense  which  was  involved  in  hauling  them  by  horses, 
both  because  of  the  cheapness  of  the  power  and  the 
fact  that  two  men — a  motorman  and  conductor — could 
handle  cars  containing  two  to  three  times  more  people 
than  could  be  carried  when  horses  were  rehed  upon 
as  a  motive  power.  These  technical  economies  of 
operation  were  supplemented  by  the  great  advan- 
tages which  arose  from  consolidation  such  as  the 
standardization  of  repair  work,  the  removal  of  waste 
by  the  concentration  of  work  in  the  shops  which  were 
best  fitted  for  its  performance,  and  the  cutting  off  of 
expensive  salaries  by  the  elimination  of  many  positions. 

The  third  gain  came  about  through  the  elimination 
of  competition.  Wasteful  wars  for  traffic  were  ended 
and  in  their  place  came  monopoly  conditions.  Street 
railway  systems  could  now  adjust  their  service  so  as  to 
handle  the  traffic  most  economically,  furnishing  just 
sufficient  cars  to  move  the  business.  In  many  cities 
this  has  been  carried  so  far  that  a  portion  of  the  riding 
public  has  been  forced  to  stand  at  all  hours  of  the  day. 
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cars  being  taken  off  during  slack  hours  and  added 
again  in  the  rush  periods. 

The  result  of  these  economies,  together  with  the  con- 
stant increase  in  the  traffic,  has  been  a  large  growth 
in  the  volume  of  net  earnings.  These,  as  we  shall  see, 
were  used  as  the  basis  for  the  consolidations.  Some 
idea  of  the  extent  of  the  savings  which  were  effected 
and  the  changes  which  took  place  can  be  gained  by 
a  comparison  of  the  condition  of  the  Union  Traction 
Company  of  Philadelphia  from  1893  to  1898  or  the 
first  five  years  following  the  consolidation  of  the  roads 
in  that  city  into  one  system : 

Fiscal  Gross  Operating  Net       Ratio  of  operat- 

Year  Earnings  Expenses  Earnings  tag    expenses    to 

gross    earnings 

1893 $  8,691,923  $5,556,991  $3,134,932  64% 

1894 8,431,105  5,431,515  2,989,590  64% 

1895 9,848,270  5,916,477  3,931,793  60% 

1896 10,759,705  5,707,435  5,052,270  53% 

1897 10,907,451  5,260,583  5,646,868  49% 

11,236,437  4,619,375  6,617,062  41% 


187.  Consolidation  through  merger, — There  have 
been  three  methods  generally  used,  in  effecting  the 
consolidation  of  the  street  railway  systems.  These  are 
the  merger,  the  lease  and  stock  ownership.  The 
simplest  form  of  combination  is  by  merger.  One  com- 
pany will  purchase  the  other  outright,  issuing  its  own 
securities  in  exchange  for  those  of  the  company  which 
it  is  about  to  extinguish,  or  a  new  corporation  may 
be  formed  which  will  buy  outright  several  companies. 
This  method  of  consolidation  has  been  used  to  a  large 
extent  in  the  medium  sized  cities,  particularly  in  the 
West. 

Several  important  benefits  are  inherent  in  this 
method.  One  of  the  most  important  is  the  simplifi- 
cation of  the  financial  structure  of  the  system  which 
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follows.  Instead  of  many  issues  of  securities,  as  we 
have  in  some  of  the  older  eastern  cities,  there  are  a 
few  issues,  each  of  whose  privileges  and  rights  can  be 
ascertained  with  reasonable  facility. 

The  merger  was  made  possible,  in  many  cases,  by 
the  fact  that  those  of  the  passenger  railways  which  had 
issued  bonds,  put  them  out  for  short  periods  and  re- 
served in  the  mortgage  the  right  to  call  them  upon 
short  notice  at  specified  prices.  Under  such  conditions 
it  was  easy  to  retire  the  obligations  of  the  old  com- 
panies. This  was  generally  done  by  calling  the  bonds 
of  the  old  company  and  at  the  same  time  offering 
either  to  exchange  them  for  bonds  of  the  new  company 
(in  many  cases  at  a  lower  rate  of  interest)  or  to  buy 
them  for  cash.  A  large  percentage  of  the  bondholders 
usually  preferred  to  elect  the  former  alternative.  One 
of  the  best  illustrations  of  the  resulting  simplification 
of  the  financial  structure  which  the  use  of  the  merger 
brings  about  is  furnished  by  the  street  railways  of 
Buffalo.  The  consolidation  of  the  system  began  with 
the  incorporation  of  the  International  Traction  Com- 
pany in  1899  which  operated  a  large  number  of  the 
street  railways  in  and  about  the  city  until  1902.  In 
that  year  the  owners  incorporated  the  International 
Railway  Company  and  proceeded  to  consolidate  into 
it  all  of  the  constituent  companies  which  it  owned  and 
some  which  it  had  recently  purchased.  This  brought 
all  of  the  properties  under  one  ownership  and  one  oper- 
ation. The  bonds  of  the  underlying  companies  were 
called  and  paid  for. 

In  a  large  number  of  cases  the  consolidation  by 
merger  was  made  at  too  great  cost,  imposing  an  over- 
whelming financial  burden  upon  the  properties.  The 
difficulty  arose  because  of  the  high  prices  which  had  to 
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be  paid  for  the  stock  of  the  constituent  companies  which 
brought  about  very  heavy  fixed  charges  for  the  new 
corporation.  It  is  ahnost  invariable  in  any  consoUda- 
tion  that  the  fixed  charges  of  the  company  will  be  in- 
creased. In  most  cases,  however,  the  added  load  has 
been  more  than  offset  by  the  increase  in  the  earnings 
and  the  savings  which  have  been  brought  about  through 
the  unified  control.  If  the  exchange  is  made  upon 
an  extravagant  basis,  however,  disaster  is  inevitable. 
The  history  of  the  street  railways  of  New  Orleans,  with 
its  endless  procession  of  foreclosures  and  receiverships 
is  an  illustration  of  the  danger  and  disadvantage  of  the 
merger  where  the  capitalization  has  been  made  upon  a 
too  liberal  basis. 

188.  Consolidation  hy  lease. — The  second  method  of 
consolidation  is  by  lease.  Most  of  the  illustrations  of 
this  method  are  to  be  found  in  the  eastern  cities.  In 
many  states,  for  example  Pennsylvania,  this  method 
was  the  only  one  possible  until  1901,  for  the  laws  pre- 
vented the  merger  of  companies  on  the  theory  that  it 
was  against  public  policy  to  allow  the  creation  of 
monopolies.  The  laws,  however,  in  practically  all 
states  permitted  the  leasing  of  one  street  railway  to 
another  or  to  companies  formed  for  the  purpose  of 
taking  over  the  control  of  a  number  of  existing  com- 
panies. In  general  these  restrictions  are  gradually 
being  eliminated,  for  it  is  recognized  that  they  do  little 
good  and  often  lead  to  harm.  A  good  illustration  of 
a  system  which  has  been  built  up  through  leases  is 
that  of  the  American  Railways  Company  with  head- 
quarters in  Philadelphia.  This  company  controls  an 
extensive  system  of  street  railway  lines  in  the  eastern 
section  of  the  United  States,  consisting  of  scattered 
lines.     The  Philadelphia  Rapid  Transit  Company  of 
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Philadelphia  which  is  the  present  operating  company 
controlling  all  of  the  lines  of  the  city,  has  been  created 
by  unifying  many  underlying  roads  through  long  time 
leases  either  at  guaranteed  rentals  or  on  a  sliding 
rental  proportioned  to  the  net  earnings.  The  terms 
of  all  street  railway  leases  are  substantially  the  same. 
They  provide  for  the  payment  by  the  lessee  of  the 
interest  on  the  bonds  of  the  lessor  and  all  of  its  other 
fixed  charges,  such  as  taxes,  insurance,  etc.,  and  in 
addition  usually  call  for  a  dividend  on  the  stock  of  the 
leased  company.  In  a  large  number  of  cases  this 
dividend  increases  according  to  a  fixed  scale  over  a 
series  of  years  until  it  finally  reaches  a  maximum  several 
years  after  the  execution  of  the  agreement.  This 
sliding  scale  is  interesting.  It  is  merely  the  discount- 
ing of  the  possibilities  of  the  future  by  the  controlling 
company.  In  many  cases  this  company  is  willing  to 
give  to  the  stockholders  of  the  road  to  be  absorbed  all 
of  the  advantages  of  increased  earnings  which  will  be 
derived  during  the  first  few  years  of  the  lease.  It 
hopes  to  be  able  to  more  than  offset  this  concession  by 
the  improvement  in  earnings  which  will  accrue  during 
the  remainder  of  the  lease. 

Unlike  the  merger,  the  lease  allows  the  subsidiary 
companies  to  maintain  their  corporate  existence.  This 
is  in  some  cases  of  particular  advantage  and  oftentimes 
perpetuates  certain  guarantees  or  privileges  which  can 
only  be  preserved  in  this  manner.  The  dangers  of 
this  method  of  consolidation  lie  in  the  payment  of  ex- 
orbitant rentals  which  in  some  cases,  in  addition  to  the 
interest  on  the  bonded  debt,  have  been  as  high  as 
70  per  cent  per  annum  on  the  original  capital  invested 
in  the  property  of  the  lessor.  Illustration  of  the  profits 
which  frequently  go  to  the  fortunate  holders  of  the 
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stock  of  the  leased  companies  is  furnished  by  the  fol- 
lowing comparison  selected  from  some  of  the  underly- 
ing companies  in  Philadelphia: 

capita.        Amount  of    If^^^^ 
Kental        ^^  Capital 

Citizens  Railway  Company    $   500,000  $140,000  28% 

Frankford  and  Southwark   1,875,000  675,000  36% 

Germantown    1,500,000  157,500  101/2% 

Philadelphia  City    1,000,000  150,000  15% 

Ridge  Avenue : 600,000  144,000  24% 

Second  and  Third     1,060,200  254,000  24% 

The  second  difficulty,  sometimes  arising  in  the  case 
of  the  lease,  is  the  absence  of  any  provision  by  which 
the  lessor  company  can  be  required  to  issue  securities 
to  provide  the  necessary  funds  for  new  improvements 
in  order  to  keep  the  property  up  to  the  standard  re- 
quired by  the  business  which  it  is  called  upon  to  handle. 
Under  such  circumstances,  the  lessee  is  practically 
compelled  to  increase  its  own  liabilities  to  provide 
funds  which  eventually  go  to  the  benefit  of  the  lessor. 

189.  Consolidation  by  stock  purchase. — The  third 
method  of  consolidation  is  the  purchase  of  the  stock 
of  operating  companies  by  a  holding  company  for  the 
purpose  of  securing  control.  There  are  several  advan- 
tages which  are  inherent  in  this  method.  Absolute 
control  may  be  had  through  the  ownership  of  a  bare 
majority  of  the  stock  of  a  subsidiary  corporation.  It 
is  not  necessary,  therefore,  to  purchase  all  of  the  secur- 
rities  of  the  company  as  would  be  the  case  with  the 
merger.  This  makes  possible  the  consolidation  of  the 
systems  with  the  use  of  a  much  smaller  amount  of 
money.  One  of  the  best  illustrations  of  this  method 
of  consolidation  is  that  furnished  by  the  Interborough- 
Metropolitan  Company  of  New  York.  This  com- 
pany was  formed  to  create  an  absolute  monopoly  of 
the    facilities    of    the    elevated,    subway    and    surface 
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lines  of  New  York  which  at  the  date  of  its  for- 
mation (1905)  was  under  the  control  of  two  com- 
panies. The  Interborough  Rapid  Transit  Company 
and  the  Metropolitan  Securities  Company.  The 
latter,  in  turn,  controlled  the  Metropolitan  Street 
Railway  Company.  The  total  capitalization  of  the 
old  companies  was  $167,000,000.  In  the  merger  this  in- 
creased to  $213,000,000.  The  basis  of  the  consolidation 
was  the  exchange  of  $35,000,000  of  the  Interborough 
Rapid  Transit  stock  for  $70,000,000  of  41^  per  cent 
gold  collateral  trust  bonds,  secured  by  the  stock  which 
was  purchased,  and  $34,650,000  of  common  stock 
of  the  new  company.  The  $52,000,000  of  the  stock 
of  the  Metropolitan  Street  Railway  Company  was 
exchanged  for  the  same  amount  of  the  preferred  stock 
of  the  new  holding  company  together  with  $28,600,000 
of  common  stock.  The  Metropolitan  Securities  Com- 
pany received  for  its  $30,000,000  of  stock  $28,050,000 
of  the  common  stock  of  the  new  company.  The  addi- 
tional load  which  was  imposed  by  this  reckless  over- 
capitalization wrecked  the  entire  system  and  forced  a 
large  percentage  of  the  lines  in  New  York  City  into 
the  hands  of  receivers. 

190.  Importance  of  studying  methods  of  consolida- 
tion.— The  reason  for  our  study  of  the  methods  by 
which  the  large  street  railway  systems  in  our  cities  have 
been  formed  is  to  appreciate  the  cause  of  the  great  mul- 
titude of  securities  which  exist  and  to  understand  the 
relations  of  the  various  companies  to  each  other  and  to 
the  parent  company  which  operates  the  system  at  the 
present  time. 

The  greater  proportion  of  the  enormous  volume  of 
street  railway  securities  which  are  on  the  market  or  in 
the  safety-deposit  boxes  of  investors  are  those  of  th( 
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underlying  companies  which  were  absorbed  at  various 
times  by  other  corporations.  The  security  of  the 
return  upon  the  stock  of  these  various  companies  de- 
pends upon  the  relative  claim  which  they  have  upon  the 
earnings.  The  following  classification  of  the  stocks 
which  are  now  outstanding,  representing  the  owner- 
ship of  the  various  portions  of  the  street  railway  system 
of  Philadelphia,  is  a  typical  illustration: 
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The  disbursement  of  the  revenue  of  this  system  is 
easily  understood.  The  Philadelphia  Rapid  Transit 
Company  is  an  operating  company  holding  all  of  the 
lines  upon  lease.  All  of  the  income  which  arises  from 
the  system  goes  into  the  coffers  of  this  corporation. 
The  net  income,  after  operating  expenses  have  been 
paid,  must  be  necessarily  sufficient  to  meet  the  guar- 
anteed dividends  upon  the  stock  of  the  Union  Traction 
Company  and  to  meet  the  dividends  guaranteed  to  the 
many  corporations  which  formed  a  part  of  the  original 
consolidation.  The  Philadelphia  Rapid  Transit  Com- 
pany in  other  words  must  see  to  it  that  the  Union 
Traction  stockholders  receive  their  dividends,  that  the 
holders  of  the  securities  of  the  Philadelphia  Traction, 
the  Electric  Traction  and  the  Peoples  Traction 
Companies  are  also  paid  the  amount  due,  and  finally 
it  must  be  especially  certain  that  the  holders  of  the 
stock  which  represents  the  real  title  to  the  roads, 
such  as  the  Continental  Traction  Company,  the 
Thirteenth  and  Fifteenth,  the  Second  and  Third,  and 
the  Germantown  Traction  Companies  are  paid  the 
amounts  which  have  been  guaranteed  them.  This 
arrangement  is  typical  of  that  which  prevails  in  most 
of  the  larger  cities  where  the  lease  has  been  used. 

191.  Relation  of  various  classes  of  securities, — In 
general  it  may  be  said  that  the  securities  of  the  pioneer 
companies  which  were  merged  into  the  first  consolida- 
tions "are  usually  beyond  the  reach  of  misfortune. 
They  hold  the  first  claim  upon  the  earnings  and  in 
times  of  trouble  would  be  protected  in  preference  to 
the  other  claimants.  Each  succeeding  class  of  secu- 
rities which  is  created  is  weaker  in  point  of  security 
than  those  of  the  companies  which  it  absorbed,  for  it  is 
necessary  for  the  holding  company  to  pay  the  amounts 
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guaranteed  to  its  subsidiary  corporations  in  order  to 
prevent  the  dissolution  of  the  entire  system  by  the 
abrogation  of  leases,  in  a  receivership.  In  fact,  most 
of  the  leases  contain  a  provision  that  failure  to  pay  the 
rental  shall  work  a  dissolution  of  the  lease. 

192.  Capitalization  and  earning  power  of  street  rail- 
way companies, — Our  next  subject  of  inquiry  concerns 
the  capitalization  of  the  street  railways  and  their  earn- 
ing power.  The  latest  and  in  fact  the  only  authorita- 
tive information  concerning  this  matter  is  that  com- 
plied by  the  United  States  Census  Bureau  which  was 
embodied  in  the  special  report  on  street  railways  issued 
in  1902.  Any  one  who  desires  a  comprehensive  knowl- 
edge of  street  railway  investments  should  make  a  study 
of  this  report. 

The  capitalization  of  the  street  railway  companies 
varies  greatly.  The  variation,  however,  closely  cor- 
responds to  the  difference  in  the  size  of  the  city  in  which 
the  company  operates.  The  following  table,  taken 
from  the  Census  Report,  illustrates  the  difference : 

POPULATION  OF  CITIES 


Over 

500,000 


Net  capital  liabilities  per  mile  of 

line    $209,163 

Funded  debt  per  mile  of  track..       98,093 
Capital  stock  per  mile  of  track . .     136,123 

Dividends  on  stock 3.1%  3.10%  1.5%  6/10% 

The  lessons  to  be  drawn  from  this  portion  of  the 
census  investigation  are  important.  The  first  is  that 
the  capitalization  of  street  railways  increases  with  the 
size  of  the  city.     As  our  cities  have  grown  the  process 
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of  consolidation  has  continued,  new  issues  of  certificates 
being  piled  upon  those  already  in  existence,  adding 
another  stratum  of  fixed  charges  which  eat  up  the 
increased  earnings  due  to  the  larger  population. 

The  second  important  lesson  is  the  relatively  smaU 
proportion  of  the  street  railways  in  the  smaller  cities 
which  pay  a  dividend  upon  their  stock.  The  capitaliza- 
tion of  these  lines,  while  conservative,  as  compared  with 
that  of  the  lines  in  the  larger  cities,  is  apparently  too 
great  for  their  earning  power.  As  a  consequence  the 
securities  of  street  railways  in  cities  of  less  than  100,000 
are  usually  looked  upon  with  disfavor  by  investors. 

This  conclusion  is  confirmed  by  an  examination  of 
the  financial  reports  of  the  companies  in  certain  of  the 
leading  states.  In  Pennsylvania,  for  example,  there 
were  ninety-eight  towns  in  the  State  having  street  rail- 
ways. Only  fifteen  of  these  companies  reported 
dividends  on  their  common  stock.  This  percentage, 
while  small  enough,  is  much  larger  than  will  be  found 
in  the  case  of  the  western  states.  Illinois,  for  example, 
with  fifty  city  street  railway  companies  reported  divi- 
dends on  the  stock  of  only  three  companies  outside  of 
Chicago;  Michigan  with  twenty- four  cities  equipped 
with  street  railways  reported  dividends  for  only  three 
outside  of  Detroit;  and  Indiana  with  twenty-seven 
towns  with  street  railway  systems  reported  dividends 
for  none  of  them. 

193.  Proper  distribution  of  income. — The  investor 
in  judging  of  the  value  of  street  railway  securities  must 
not  end  his  investigation  with  ascertaining  the  dividend 
record  of  the  company,  for  it  is  possible  that  a  cor- 
poration may  pay  dividends  for  a  limited  period  of 
time  which  have  been  unearned.  The  dividends  on  the 
stock  legitimately  represent  a  portion  of  the  surplus 
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earnings  which  remains  after  the  actual  expenses  of 
operation  have  been  paid,  and  the  cost  of  renewals  to 
roadway,  power  house  and  equipment  have  been  de- 
frayed. It  is  of  greater  importance  to  the  owners  of 
the  property  that  the  plant  be  well  maintained  than 
that  a  dividend  be  paid.  Unfortunately  there  have 
been  many  cases  where  dividends  have  been  paid  by 
"skinning"  the  property.  Maintenance  has  been  en- 
tirely or  partially  neglected  and  the  earnings  which 
should  have  gone  to  the  upkeep  of  the  road  have  been 
disbursed  to  the  stockholders.  This  practice  soon 
places  the  property  in  a  deplorable  condition,  generally 
ending  in  bankruptcy.  Sometimes  a  corporation  can 
be  rehabilitated  by  diverting  all  of  the  profits  for  a 
period  of  time  to  the  upbuilding  of  the  property.  In 
most  cases,  however,  new  capital  must  be  secured  in 
a  reorganization  necessitating  sacrifices  upon  the  part 
of  the  holders  of  the  old  securities.  The  proportion 
of  earnings  which  the  corporation  should  spend  for 
each  of  the  important  items  included  in  its  disburse- 
ments varies  to  a  considerable  extent  in  individual 
eases.  They  should,  however,  approximate,  in  a  gen- 
eral way,  the  average  expenditure,  which  was  ascer- 
tained in  the  census  investigation  to  be  as  follows : 

URBAN  CENTERS,  POPULATION 

Total  500,000     100,000         25,000       Under 
and  over  but  under  but  under  85,000 
500,000       100,000 

Gross  income    100.0  100.0  100.0  100.0  UOO.O 

Operating  expenses   56.8  54.6  53.5  59.0  67.4 

Taxes     5.2  6.3  5.1  3.6  2.8 

Interest,  total     15.2  11.9  17.1  16.5  16.2 

On  funded  debt  14.1  11.1  16.2  15.2  14.2 

On  other  debt    1.1  0.8  0.9  1.2  1.9 

Rentals  of  leased  lines    10.2  18.8  2.2  1.6  0.2 

Misc.  deductions    0.4  0.1  0.7  0.5  0.3 

Dividends     6.3  4.3  12.4  6.5  2.5 

Surplus     5.9  4.0  9.0  12.3  10.6 
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194.  Proper  distribution  of  operating  expenses, — 
The  greatest  attention  in  this  comparison  should  be 
given  by  the  investor  to  the  proportion  which  the 
operating  expenses  bear  to  the  gross  income.  If  the 
ratio  is  small  it  may  indicate  either  lack  of  proper 
attention  to  maintenance  or  unusually  effcient  manage- 
ment which  brings  about  a  more  economical  operation 
than  the  average.  In  order  to  ascertain  which  of  these 
alternatives  should  be  accepted  the  investor  studies  the 
distribution  of  operating  expenses  which  he  usually 
finds  given  in  the  company's  annual  report.  The 
average  distribution  of  operating  expenses  as  shown  by 
the  Census  investigation  is  as  follows: 


Percentage 
of   total 
operating 
Items  of  Expense  expenses 

Aggregate     100.0 

Maintenance     of     ways     and 

structures,   total    8.5 

Track  and  roadway   5.7 

Electric,  cable,  etc.,  lines   ...  2.1 

Buildings  and  fixtures   0.7 

Maintenance     of     equipment 

Total  11.7 

Steam  plant   0.9 

Electric,  cable  etc.  plant  ...  0.6 

Cars     5.4 

Electric,     cable     etc.,     equip 

ment  of  cars    3.7 

Miscellaneous    0.5 

Miscellaneous  shop  expenses.  0.6 
Operation    of    power    plant. 

Total     16.9 

Wages     3.3 

Fuel    9.0 

Water     0.5 

Lubricants  and  waste   0.4 

Miscellaneous     supplies     and 

expenses    0.4 

Hired   power    2.7 

Operation    of   cars,   total 43.9 

Superintendence  of  transpor- 
tation      1.8 

Wages  of  conductors    16.9 

Wages  of  motormen    17.3 


Percentage 

of   total 

operating 

Items  of  Expense  expenses 

Aggregate      lOO.O 

Wages   of   other   car    service 

employes    1.8 

Wages  of  car  house  employes  2.3 

Car  service  supplies  1.3 

Misc.   car   service   expenses..  1.4 

Cleaning  and  sanding  track.  0.5 

Removal  of  snow  and  ice   . .  O.G 

Miscellaneous    total    18.1 

Salaries   of  general   officers . .  2.1 

Salaries  of  clerks    1.6 

Printing  and  stationery    0.3 

Miscellaneous  office  expenses.  0.5 

Storeroom  expenses    0.3 

Stable  expenses    1.0 

Advertising   and   attractions.  0.8 
Miscellaneous      general      ex- 
penses       1.4 

Damages    5.3 

Legal  expenses  in  connection 

with  damages   1.3 

Other  legal  expenses    0.7 

Rent  of  land  and  buildings.  0.4 

Rent  of  track  and  terminals.  1.0 

Insurance     1.5 

Wages,  supplies  and  ex- 
penses, incidental  to  elec- 
tric service  not  elsewhere 

included     1.6 
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If  the  investor  finds  that  the  various  portions  of  the 
operating  expenses  correspond,  in  a  general  way,  to 
the  ratios  given  above,  he  concludes  that  the  company- 
is  spending  a  fair  amount  of  money  upon  its  property, 
and  that  the  net  earnings  which  it  claims  to  have  are 
properly  available  for  distribution  among  its  stock- 
holders or  for  credit  to  the  surplus  account. 

195.  Physical  exainination  of  property, — The  in- 
vestor supplements  his  statistical  investigation  by  an 
examination  of  the  physical  condition  of  the  property. 
Most  large  investors  have  developed  the  ability  to  tell 
in  a  fairly  satisfactory  way  the  condition  of  the  road- 
bed, equipment  and  the  adequacy  of  power  provisions, 
by  riding  over  the  roads.  If  he  finds  that  the  tracks 
are  badly  out  of  alignment  and  worn  and  that  the 
company's  equipment  shows  unnecessary  signs  of  wear 
he  knows  that  an  inadequate  amount  is  being  spent 
upon  the  upkeep  of  the  property.  On  the  other  hand 
if  he  finds  that  the  amount  spent  for  maintenance  is 
very  much  above  the  average  he  must  examine  into  the 
work  which  the  company  is  carrying  on  before  con- 
cluding that  the  management  is  wasteful.  It  is  very 
possible  that  a  large  amount  of  reconstruction  work 
or  extensions  and  improvements  are  being  prosecuted 
which  are  charged  to  operating  expenses  instead  of  to 
the  capital  account. 

196.  Inter-urban  Securities, — The  considerations  af- 
fecting the  investment  value  of  securities  of  inter-urban 
lines  are  very  different  from  those  which  influence 
the  securities  of  city  and  street  railways.  The  inter- 
urban  has  but  little  in  common  with  the  city  lines  ex- 
cept its  method  of  propulsion  and  a  slight  similarity 
of  equipment.  The  city  lines  possess  a  monopoly  and 
perform  a  service  in  which  they  meet  little  competition 
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from  other  agencies  of  transportation.  The  inter- 
urban  is  different  for  it  must  compete  with  the  steam 
railroads  for  its  traffic,  and  in  most  cases  it  has  been 
forced  to  make  a  place  for  itself  and  to  create  its  own 
business. 

It  is  difficult  for  the  layman  to  make  a  distinction 
between  the  suburban  line  running  through  the  out- 
skirts of  our  large  cities  and  the  inter-urban  which  is  a 
far  different  type  of  property.  The  suburban  line 
either  interchanges  traffic  with  the  city  companies  or 
operates  their  cars  over  city  tracks. 

Investments  in  inter-urban  properties  should  be 
made  only  after  most  thorough  scrutiny.  As  a  rule, 
it  is  safe  to  say  that  there  are  far  greater  risks  involved 
in  these  properties  than  there  are  in  either  the  suburban 
or  the  city  lines.  This  is  due  largely  to  the  fact  that 
they  are  built  through  an  undeveloped  country, 
sparsely  populated  and  containing  small  possibilities  of 
rapid  settlement.  The  inter-urban  road  must  depend 
almost  entirely  upon  the  inter-city  travel,  and  conse- 
quently, it  is  open  to  relentless  competition  by  the  more 
powerful  steam  railroad  which  can  meet  or  undercut 
its  fares,  and  in  many  instances  greatly  surpass  its 
running  time.  Unless  the  electric  road  is  in  a  position 
to  offer  as  rapid  service  as  its  competitor,  it  will  have  a 
hard  time  holding  its  own  in  the  struggle  even  aided, 
though  it  is,  by  its  more  frequent  service. 

197.  Investment  test  of  inter-urban  securities, — 
Taking  a  cost  of  $30,000  per  mile  as  a  minimum,  how 
much  must  an  inter-urban  earn  to  make  its  financial 
position  secure  ?  Five  per  cent  on  the  cost  of  construc- 
tion will  call  for  at  least  $1,500  per  mile,  or  30,000  pas- 
sengers paying  5  cents  each.  If  60  per  cent  of  gross 
earnings  are  devoted  to  operating  expenses  a  sufficient 
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margin  will  generally  be  left  for  necessary  renewals 
and  repairs  to  keep  the  property  in  first  class  con- 
dition. Suppose  the  inter-urban  earns  $5,000  per  mile, 
this  allowance  for  operating  expenses  and  renewals  will 
require  $3,000.  Interest  charges  will  take  $1,500 
more,  and  to  this  sum  will  be  usually  added  an  annual 
appropriation  out  of  earnings  to  retire  the  bonds  either 
at  maturity  or  at  intervals  during  their  life.  If  $250 
per  mile  be  allowed  for  a  sinking  fund  there  will  remain 
out  of  our  $5,000  of  gross  earnings  a  surplus  over  oper- 
ating expenses  and  fixed  charges  of  $250  per  mile.  If 
our  inter-urban  is  already  in  operation,  showing  gross 
earnings  of  $5,000  per  mile,  its  5  per  cent  bonds,  even 
if  equal  to  the  full  cost  of  its  construction — $30,000  per 
mile — can  be  safely  purchased  if  they  are  protected 
by  a  sinking  fund,  and  its  stock,  although  dividends 
cannot  yet  be  properly  paid,  will  be  an  attractive  spec- 
ulation with  a  probabihty  of  showing  large  returns  to 
the  holder. 

So  much  for  the  securities  of  an  inter-urban  property 
whose  earnings  are  already  realized.  In  cases  where 
bonds  are  offered  on  a  line  not  yet  in  operation  but 
which  has  been  completed  and  where,  judging  from  the 
experience  of  properties  similarly  situated,  gross  earn- 
ings of  $5,000  can  be  expected,  the  investor  may  buy 
the  bonds  with  reasonable  security  if  these  do  not 
represent  more  than  60  per  cent  of  the  cost  of  the 
property.  Bonds  offered  by  companies  whose  rail- 
way property  is  not  yet  built,  even  when  accompanied 
by  a  liberal  bonus  of  stock,  should  as  a  rule  not  be  pur- 
chased for  investment,  although  they  are  often  attrac- 
tive to  the  speculator. 

These  suggested  rules  to  guide  the  investor  in  inter- 
urban  securities  are  by  no  means  of  invariable  applica- 
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tion,  and  are  subject  to  numerous  exceptions.  The 
investor  should,  furthermore,  prefer  the  bonds  of 
companies  which  own  their  own  private  right  of  way. 
Since  operation  over  the  pubhc  roads  will  in  time  be- 
come slow  and  costly.  He  should  also  satisfy  himself 
that  the  management  is  experienced  and  above  all  that 
the  service  which  the  road  offers  its  patrons  is  first 
class.  If  these  few  conditions  are  held  in  mind,  how- 
ever, the  bonds  of  inter-urban  electric  railways  located 
in  a  territory  whose  population  is  increasing,  may  be 
recommended  as  safe  investments.  Of  course,  where 
the  cost  of  construction  increases,  the  earnings  required 
for  safety  must  be  increased  above  $5,000  per  mile,  in 
order  to  be  attractive  to  the  investor. 


CHAPTER  XXII 

EFFECT  OF  PUBLIC  REGULATION  UPON  STREET 
RAILWAY  SECURITIES 

198.  Relation  of  capitalization  to  cost — The  ques- 
tion of  the  capitahzation  of  street  railways  naturally 
suggests  the  proportion  which  the  securities  issued  on 
each  mile  of  road  bears  to  the  original  cost  of  con- 
struction, or  the  cost  of  duplicating  the  property.  This 
question  was  formerly  regarded  as  of  little  importance 
to  the  investor.  He  cared  nothing  concerning  the 
relation  of  capitalization  to  cost.  The  financial  prin- 
ciple which  had  come  to  be  generally  accepted  was 
that  the  real  basis  of  the  value  of  street  railway 
properties  in  large  cities,  as  in  fact  of  almost  every 
other  class  of  private  corporation,  was  not  the  original 
cost  of  the  property  or  the  sum  required  to  duplicate  it, 
but  the  principal  sum  upon  which  it  could  earn  a  fair 
rate  of  return.  Let  us  take  an  example.  Suppose 
a  road  twenty  miles  long  cost,  or  could  be  duplicated, 
for  $60,000  per  mile.  Its  total  cost  or  duplication 
value  would,  therefore,  be  $1,200,000.  Now  it  is  not 
improbable  that  such  a  road  might  be  found  to  be 
capitalized  for  four  or  five  million  dollars.  So  long  as 
the  corporation  could  earn  from  4  to  6  per  cent  on  this 
capitalization  it  was  accepted  that  the  property  was 
worth  this  amount.  This  financial  principle  has  been 
receiving  radical  modifications  within  the  last  few 
years.  The  reason  for  this  change  of  sentiment  is  the 
unfortunate  experience  which  those  companies  operat- 
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ing  under  a  limited  franchise  have  encountered  in 
endeavoring  to  secure  a  renewal  of  their  privileges, 
and  also  to  the  growth  of  state  regulation  of  street 
railways  and  other  public  utilities. 

199.  Legal  position  of  street  railways, — The  legal 
position  of  the  street  railway,  like  all  other  public 
service  corporations  is  such  as  to  place  it  largely  within 
the  control  of  the  state  and  city.  These  corporations 
receive  a  charter  from  the  state  which  gives  them  a 
corporate  existence  and  empowers  them  to  perform 
certain  acts  incident  to  the  proper  conduct  of  their 
business.  The  most  important  rights  which  they 
receive,  however,  are  contained  in  the  franchise  granted 
by  the  municipalities  in  which  their  properties  are 
located.  This  franchise  gives  them  the  right  to  con- 
struct the  overhead  work  and  to  lay  tracks  and  to 
operate  their  equipment  upon  the  city  streets,  and 
imposes  upon  them  such  terms  and  conditions  as  the 
city  may  see  fit  to  insert  for  the  purpose  of  properly 
regulating  the  operation  of  the  road  and  insuring  to 
the  city  an  adequate  return  for  the  valuable  privileges 
which  are  given. 

In  the  case  of  a  street  railway  the  franchise  really 
gives  to  the  company  the  exclusive  privilege  of  using 
certain  streets.  It  creates  a  monopoly  on  these  streets 
and  when  the  companies  are  consolidated  in  one  system, 
as  we  have  seen  to  be  the  case,  it  usually  gives  to  the 
parent  operating  company  a  complete  monopoly  of 
the  city. 

.  These  franchises  are  generally  given  in  one  of  two 
ways.  In  most  of  the  older  cities  the  companies  possess 
perpetual  franchises.  That  is  to  say  they  were  given 
the  right  to  lay  their  tracks  and  operate  their  cars  in 
perpetuity  over  the  streets  mentioned  in  the  grant. 
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In  the  states  in  the  middle  and  far  West  the  companies, 
as  a  rule,  operate  Hmited  term  franchises.  In  many 
cases  provisions  have  been  inserted  in  the  state  con- 
stitutions specifying  the  maximum  period  for  which 
franchises  may  be  given.  Their  purpose  is  to  prevent 
venal  legislatures  from  granting  a  franchise  contrary 
to  the  wishes  of  the  majority  of  the  people. 

200.  Cost  and  overcapitalization  of  street  railways, — 
The  people  of  almost  every  large  city  have  come  to  be  in- 
tensely interested  in  the  question  whether  or  not  the 
street  railways  are  grossly  overcapitalized  in  relation  to 
their  cost.  They  have  seen  merger  succeeding  merger 
bring  an  ever-increasing  load  of  fixed  charges,  and  giv- 
ing to  them  few,  if  any,  tangible  improvements  in  service 
or  facilities.  They  have  come  to  feel  that  they  are  being 
taxed  for  the  support  of  a  large  volume  of  securities 
which  seem  to  have  little  or  no  real  basis  of  value. 

The  sentiment  against  overcapitalization  has  existed 
for  many  years.  Corporation  managers  have  heard 
these  outcries  so  often,  that  they  had  ceased  to  heed 
them.  Of  late,  however,  the  clamor  has  deepened  into 
a  snarl  of  menace.  Laws  have  been  passed  with  teeth 
in  them.  Public  commissions  have  been  clothed  with 
great  powers.  Fares  have  been  forced  down  by  meth- 
ods forcible  and  drastic. 

The  most  authoritative  information  on  the  subject  is 
contained  in  the  Census  Bulletin  already  referred  to, 
and  in  the  investigations  made  by  traction  experts,  in 
connection  with  the  Chicago  and  Cleveland  franchise 
agitations.  An  analysis  of  the  results  of  these  sources 
of  information  shows  that  there  is  a  wide  variation  in 
both  the  types  and  cost  of  construction  due  to  the  differ- 
ence in  the  standards  of  tracks,  cars  and  power  house 
equipment  in  the  various  localities.     The  census  inves- 
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tigation  shows  that  for  the  average  type  of  track  and 
equipment  in  use,  the  cost  of  street  railway  construction 
per  mile  in  the  eight  cities  which  exceeded  500,000  pop- 
ulation was  as  follows : 

Track  paving  and  overhead  construction   » $33,650.00 

Car   equipment    19,375.00 

,  Power  house 5,242.00 

Total     58,267.00 

It  is  claimed  that  this  estimate,  approximating  $60,000 
per  mile  of  track,  is  a  fair  minimum  of  the  cost  of 
street  railway  lines  in  the  large  cities.  This  calculation 
has  been  generally  criticized  by  street  railway  men  as 
being  unfair  to  the  companies  because  it  does  not  cover 
a  large  number  of  expensive  items  such  as  car  barns,  car 
shops,  etc.,  which  it  was  impossible  to  include.  They 
also  make  a  strong  point  concerning  the  unfairness  of 
regulating  the  value  of  street  railway  properties  upon 
the  cost  of  duplication.  They  point  out  that  the  street 
railway  business  has  grown  more  rapidly  than  any  in- 
dustry in  the  country.  That  in  many  cases  three  types 
of  cars  and  of  power  house  equipment  have  been  used  in 
fifteen  years.  This  rapid  evolution  has  made  obsolete 
the  old  types  of  equipment  and  roadbed  long  before  they 
were  worn  out.  They  also  contend  for  the  protection 
of  the  money  which  was  invested  in  the  early  periods 
when  the  prices  of  all  materials  was  very  much  higher 
than  would  be  charged  for  the  same  goods  at  the  pres- 
ent time.  It  would  seem,  therefore,  that  fairness  de- 
mands that  the  census  figures  should  not  be  taken  too 
literally  but  that  a  reasonable  amount  of  elasticity 
should  be  given  to  them. 

201.  Expert  valuations  in  Chicago  and  Cleveland, — 
The  other  source  of  authoritative  information  concern- 
ing the  valuation  of  the  tangible  assets  of  the  street 
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railway  company  is  that  furnished  by  the  recent  expert 
appraisements  made  in  the  controversies  between  the 
cities  of  Chicago  and  Cleveland  and  their  respective 
street  railways.  These  appraisements  covered  prop- 
erties constructed  according  to  the  standards  usually 
prevailing  in  large  cities.  They  represent  to  a  certain 
degree,  a  compromise  between  two  factions,  the  city  and 
the  company,  both  of  whose  claims  were  no  doubt  ex- 
treme. One  reason  for  caution  in  applying  these  con- 
clusions too  generally  is  that  the  roads  were  valued  as 
property  which  had  been  used  and  hence  subject  to 
depreciation. 

The  data  in  the  case  of  Cleveland  is  fortunately 
presented  in  detail  enabling  us  to  compare  each  item 
with  the  results  secured  by  the  Census  Bureau.  The 
census  valuations,  correspond  very  closely  to  that  which 
was  made  by  the  expert  engineers  in  determining  the 
value  of  the  property  of  the  Cleveland  Electric  Railway 
Company.  The  expert  engineers  reported  that  the  val- 
uation of  the  224^/^  miles  of  track  was  as  follows : — 

Description  Value  Per  mile 

Track    9  3,800,000.00  ^16,926.50 

Pavement    1,721,000.00  7,665.93 

Cars   2,634,536.23  11,735.25 

Land    1,134,473.96  5,053.34 

Buildings   (except  power  and  Battery  bldgs.) . .  842,987.00  3,754.95 

Overhead  construction,  including  feed  wire 1,007,957.55  4,489.79 

Return   circuits    95,409.02  424.99 

Three  power  stations  and  buildings  therefor 2,216,990.93  9,875.24 

Storage  batteries   and  bldgs.   therefor    289,862.94  1,291.15 

Shops,  shop  stores,  and  tools,  rails,  ties  &  track  427,074.37  1,902.33 

Miscellaneous  rolling  stock  and  equipment   154,765.76  689.38 

Overhead  charges  not  included  in  any  of  above 

schedules     709,530.00  3,160.49 

Total   $15,034,614.76      $66,969.33 

The  valuations  in  Chicago  were  unfortunately  fixed  at 
lump  sums,  not  being  itemized  as  were  those  of  Cleve- 
land.   There  were  two  companies  at  that  time  operating 
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all  of  the  roads  in  the  city.  The  Chicago  City  Railway 
Company  with  242.5  miles  of  line  was  valued  at 
$21,000,000  or  at  the  rate  of  $86,598  per  mile  of  track/ 
The  Chicago  Railway  Company  with  486  miles  of  track 
was  valued  at  $29,000,000  or  at  the  rate  of  $59,670  per 
mile  of  track. 

The  reasons  for  the  wide  difference  between  the  val- 
uations of  the  two  companies  per  mile  of  track  has 
never  been  fully  explained.  It  is  true  that  the  Chicago 
City  Railway  Company  property  was  in  much  better 
condition  than  that  of  the  Chicago  Railway  Company. 
The  valuations  in  both  cases  were  compromises  between 
the  claims  of  the  companies  and  the  conclusions  of  the 
expert  engineers. 

For  our  purposes,  however,  these  valuations  and  the 
census  investigation  establishes  pretty  conclusively  the 
fact  that  the  value  of  street  railway  properties  in  our 
large  cities  is  somewhere  between  $60,000  and  $89,000 
per  mile  of  track  and  that  in  most  cases  it  will  approx- 
imate the  former  rather  than  the  latter  figure. 

202.  The  wide  difference  between  cost  and  capitaliza- 
tion,— Now  let  us  compare  this  estimated  construction 
cost  with  the  capitalization  of  the  companies  in  our  large 
cities.  The  mileage  capitalization  of  the  surface  rail- 
ways in  these  cities  according  to  the  census  report  was 
as  follows: 

Population  Net  capital  liabilities 

1900  per  mile  of  track 

Baltimore  510,288  $182,009 

Boston     937,994  97,353 

Chicago   1,789,951  109,537 

Jersey  City    969,735  220,383 

New  York    3,551,107  259,542 

Philadelphia    1,293,697  165,085 

Pittsburg    640,380  185,170 

St.  Louis    614,328  198,647 

I  There  were  I414  miles,  of  track  in  the  car  barns  and  yards,  and  188 

miles  of  paving.     Of  the  tracks  in  the  streets,  only  17  miles  had  less  than  H 

80  pound   rails,   and    178   miles   were   90   pounds   and   upwards.     The   rails  H 

were  taken  at  $38.80  per  ton  when  new  and  the  copper  at  17  cts.  per  pound.  ■' 
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This  comparison  reveals  a  condition  of  over-capitali- 
zation for  every  city  except  perhaps  Boston,  even  if  we 
place  the  most  liberal  construction  upon  the  cost  of  the 
properties.  It  is  this  great  disparity  between  the  cap- 
italization of  street  railways  and  their  actual  cost  which 
leads  to  the  apparently  never  ceasing  agitation  against 
them. 

203.  Companies  with  perpetual  franchises, — The  re- 
sults of  overcapitalization  can  be  divided  into  two 
classes  upon  the  basis  of  the  terms  of  the  franchise  of 
the  companies.  Let  us  first  consider  those  corporations 
which  are  doing  business  under  a  perpetual  franchise. 
In  the  volume  on  Corporation  Finance  you  learned 
that  by  the  decision  of  the  United  States  Supreme 
Court  in  the  case  of  Dartmouth  College  v.  Woodward 
it  was  decided  that  both  charters  and  franchise  grants 
are  contracts  and  that  the  Federal  Constitution  pro- 
hibits the  passing  of  any  legislation  which  may  impair 
them.  Many  charters  were  granted  to  street  railway 
companies  in  large  cities  without  any  restrictions  or 
any  reservation  by  which  the  legislature  kept  the  right 
to  subsequently  regulate  the  corporation  or  its  method 
of  doing  business.  Most  of  the  perpetual  franchises 
are  either  entirely  devoid  of  any  reservation  by  the  city 
of  the  right  to  regulate,  or  such  provisions  as  were 
inserted  are  limited  in  extent  and  defective  in  form. 
It  was  believed  for  many  years,  therefore,  that  such 
corporations  were  beyond  regulation  by  the  states  or 
the  municipalities.  They  could  charge  such  fares  as 
they  pleased  within  the  limits  named  in  their  franchises, 
and  could  conduct  their  business  in  the  manner  which 
seemed  most  expedient,  entirely  free  from  municipal 
interference.  The  courts,  however,  have  been  gradu- 
ally restricting  the  immunities  of  the  companies  and 
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correspondingly  increasing  the  rights  of  the  munici- 
pahties  and  the  states  over  pubhc  service  corporations. 
This  is  being  done  upon  the  legal  theory  that  the  street 
railways,  electric  light,  gas  companies  and  other  cor- 
porations doing  a  similar  business  are  in  a  class  apart 
from  the  ordinary  business  organization,  because  they 
are  performing  a  service  of  a  public  nature  in  which 
they  have  been  given  a  monopoly  by  the  state.  The 
courts  in  all  cases  recognize  the  inviolability  of  actual 
investments  and  protect  the  company  in  its  right  to 
earn  a  fair  return  upon  such  securities  as  are  supported 
by  tangible  property  of  an  equal  value.  They  recog- 
nize, however,  that  the  cities  in  giving  monopolies  to  the 
companies  had  a  right  to  expect  satisfactory  service. 
They  have  taken  cognizance  of  the  fact  that  a  large  part 
of  the  capitalization  has  been  created  upon  the  basis 
of  net  earnings  secured  in  part  through  insufficient 
facilities  and  the  use  of  antiquated  methods  of  opera- 
tion. 

204.  Tangible  property  and  the  value  of  the  fran- 
chise,— The  courts  have  also  forced  a  separation  of  the 
property  of  the  company  under  two  classifications :  first, 
the  tangible  physical  assets  and  second,  the  value  of 
the  franchises,  or  the  capitalized  earning  power  of  the 
monopoly  which  the  company  enjoys.  To  the  first, 
adequate  protection  is  always  given.  In  the  case  of 
the  second  it  is  by  no  means  certain  that  the  arm  of  the 
law  will  continue  to  protect  and  defend  against  munici- 
pal action. 

205.  State  regulation  of  street  railways, — The  posi- 
tion of  the  street  railways  and  the  other  public  service 
corporations  now  corresponds  very  closely  to  that  of  the 
steam  railroads.  The  Federal  Government  over  twenty 
years  ago  created  the  Interstate  Commerce  Commission 
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for  the  purpose  of  supervising  the  railroads  and  regu- 
lating their  charges,  and  a  large  number  of  our  states 
have  taken  similar  action.  In  many  commonwealths, 
such  as,  for  example,  Wisconsin,  Massachusetts  and 
Texas,  commissions  have  been  created  which  are  active 
in  regulating  railway  facilities  and  charges.  It  is  not 
strange  therefore,  that  the  experience  and  lesson  fur- 
nished by  the  regulation  of  the  steam  railways  by  the 
state  commissions  should  be  taken  advantage  of,  and 
copied,  in  the  regulation  of  public  service  corporations. 

Massachusetts  was  the  first  commonwealth  to  attempt 
the  regulation  of  its  street  railways.  The  legislature, 
many  years  ago,  passed  an  act  conferring  upon  the 
Board  of  Railroad  Commissioners  the  duty  of  exercising 
a  general  supervision  over  street  railways,  imposing 
upon  it  the  duty  of  examining  them  "for  the  purpose 
of  obtaining  information  as  to  their  condition  and  the 
manner  in  which  they  are  operated  with  reference  to 
the  security  and  accommodation  of  the  public,  and  as  to 
the  compliance  of  the  several  corporations  with  their 
charters  and  the  laws  of  the  Commonwealth  of  Mas- 
sachusetts." 

The  most  important  part  of  the  law,  however,  was 
the  provision  which  required  every  corporation  which 
desired  to  place  a  new  issue  of  securities,  to  submit  the 
plan  to  the  Board  of  Railroad  Commissioners,  and  se- 
cure its  approval  before  the  issue  could  be  legally  made. 
The  board  was  required,  before  deciding  upon  the 
application,  to  employ  competent  experts  to  investigate 
the  character,  cost  and  value  of  the  assets  of  the  com- 
pany, and  the  cost  of  the  improvements  which  were  to  be 
made  with  the  proceeds  of  the  new  issue  which  it  was 
proposed  to  create.  If  they  found  that  the  issue  was 
excessive  for  the  purposes  enumerated,  permission  was 
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refused.  The  effect  of  this  legislation  u23on  the  capitali- 
zation of  the  street  railways  is  shown  in  the  comparison 
given  above  of  the  capitalization  of  the  companies  in  the 
various  cities.  The  Boston  street  railways  were  cap- 
italized at  approximately  one-half  of  those  of  Baltimore, 
Pittsburgh  and  St.  Louis  and  for  one-third  of  those  in 
New  York  city. 

206.  New  York  public  service  act, — The  most  com- 
plete development  of  state  regulation  of  street  railways 
has  taken  place  in  New  York.  The  legislature  in  June, 
1907  created  two  public  service  commissions,  one  to 
have  jurisdiction  over  "the  first  district"  which  com- 
prises New  York  city  and  the  other  to  control  "the 
second  district"  including  all  the  rest  of  the  state.  The 
powers  of  both  of  these  commissions  are  identical. 
The  act  conferred  upon  the  commissions  jurisdiction 
over  steam  railroads,  street  railways  and  gas  and  electric 
corporations.  The  character  of  the  powers  which  the 
commissions  possess  is  shown  by  the  following  clauses 
of  the  act  applying  to  street  railways: 

Whenever  either  commission  shall  be  of  the  opinion,  after  a 
hearing,  upon  a  complaint  made  as  provided  in  this  act,  that 
the  rates,  fares  or  charges  demanded,  exacted,  charged  or  col- 
lected by  anj  common  carrier,  railroad  corporation  or  street 
railroad  corporation  subject  to  Its  jurisdiction  for  the  trans- 
portation of  persons,  freight  or  property  within  the  state,  or 
that  the  regulations  or  practices  of  such  common  carrier,  rail- 
road corporation  or  street  railroad  corporation  affecting  such 
rates  are  unjust,  unreasonable,  unjustly  discriminatory  or  un- 
duly preferential,  or  In  anywise  in  violation  of  any  provision 
of  law,  the  commission  shall  determine  the  just  and  reasonable 
rates,  fares  and  charges  to  be  thereafter  observed  and  In  force 
as  the  maximum  to  be  charged  for  the  service  to  be  performed, 
and  shall  fix  the  same  by  order  to  be  served  upon  all  common 
carriers,  railroad  corporations  or  street  railroad  corporations  by 
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whom  such  rates,  fares  and  charges  are  thereafter  to  be  ob- 
served. And  whenever  the  commission  shall  be  of  opinion,  after 
a  hearing,  had  upon  its  own  motion  or  upon  complaint,  that 
the  regulations,  practices,  equipment,  appliances,  or  service  of 
any  such  common  carrier,  railroad  corporation  or  street  railroad 
corporation  in  respect  to  transportation  of  persons,  freight  or 
property  within  the  state  are  unjust,  unreasonable,  unsafe,  im- 
proper or  inadequate,  the  commission  shall  determine  the  just, 
reasonable,  safe,  adequate  and  proper  regulations,  practices, 
equipment,  appliances  and  service  thereafter  to  be  in  force,  to  be 
observed  and  to  be  used  in  such  transportation  of  persons, 
freight  and  property  and  so  fix  and  prescribe  the  same  by  order 
to  be  served  upon  every  common  carrier,  railroad  corporation 
and  street  rrilroad  corporation  to  be  bound  thereby;  and  there- 
after it  shall  be  the  duty  of  every  common  carrier,  railroad  cor- 
poration and  street  railroad  corporation  to  observe  and  obey 
each  and  every  requirement  of  every  such  order  so  served  upon 
it,  and  to  do  everything  necessary  or  proper  in  order  to  secure 
absolute  compliance  with  and  observance  of  every  such  order  by 
all  its  officers,  agents  and  employes.  The  commission  shall 
have  power  by  order  to  require  any  two  or  more  common  carriers 
or  railroad  corporations  whose  lines,  owned,  operated,  controlled 
or  leased,  form  a  continuous  line  of  transportation  or  could  be 
made  to  do  so  by  the  construction  and  maintenance  of  switch 
connections,  to  establish  through  routes  and  joint  rates,  fares 
and  charges  for  the  transportation  of  passengers,  freight  and 
property  within  the  state  as  the  commission  may,  by  its  order, 
designate;  and  in  case  such  through  routes  and  joint  rates  be 
not  established  by  the  common  carriers  or  railroad  corporations 
named  in  any  such  order  within  the  time  therein  specified,  the 
commission  shall  establish  just  and  reasonable  rates,  fares  and 
charges  to  be  charged  for  such  through  transportation,  and 
declare  the  portion  thereof  to  which  each  common  carrier  or 
railroad  corporation  affected  thereby  shall  be  entitled  and  the 
manner  in  which  the  same  shall  be  paid  and  secured. 

If,  in  the  judgment  of  the  commission  having  jurisdiction. 
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repairs  or  improvements  to  or  changes  in  any  tracks,  switches^ 
terminals  or  terminal  facilities,  motive  power,  or  any  other 
property  or  device  used  by  any  common  carrier,  railroad  cor- 
poration or  street  railroad  corporation  in,  or  in  connection 
with,  the  transportation  of  passengers,  freight  or  property 
ought  reasonably  to  be  made,  or  that  any  additions  should 
reasonably  be  made  thereto,  in  order  to  promote  the  security  or 
convenience  of  the  public  or  employes,  or  in  order  to  secure 
adequate  service  or  facilities  for  the  transportation  of  passen- 
gers, freight  or  property,  the  commission  shall,  after  a  hearing 
either  on  its  own  motion  or  after  complaint,  make  and  serve  an 
order  directing  such  repairs,  improvements,  changes  or  additions 
to  be  made  within  a  reasonable  time  and  in  a  manner  to  be 
specified  therein,  and  every  common  carrier,  railroad  corporation 
and  street  railroad  corporation  is  hereby  required  and  directed 
to  make  all  repairs,  improvements,  changes  and  additions  re- 
quired of  it  by  any  order  of  the  commission  served  upon  it. 

207.  Power  over  other  public  service  corporations, — 
The  power  over  electric  and  gas  corporations  is  equally 
extensive.  The  act  defines  the  jurisdiction  of  the  com- 
mission over  these  corporations  in  part  as  follows : 

Upon  the  complaint  in  writing  of  the  mayor  of  a  city,  the 
trustees  of  a  village,  or  the  town  board  of  a  town  In  which  a 
person  or  corporation  is  authorized  to  manufacture,  sell  or 
supply  gas  or  electricity  for  heat,  light  or  power,  or  upon  the 
complaint  in  writing  of  not  less  than  one  hundred  customers  or 
purchasers  of  such  gas  or  electricity  in  cities  of  the  first  or  sec- 
ond class,  or  of  not  less  than  fifty  in  cities  of  the  third  class,  or 
not  less  than  twenty-five  elsewhere,  either  as  to  the  illuminating 
power,  purity,  pressure  or  price  of  gas  or  the  inltirl  efficiency 
of  the  electric  incandescent  lamp  supply,  or  the  regulation  of 
the  voltage  of  the  supply  system  used  for  incandescent  lighting, 
or  the  price  of  electricity  sold  and  delivered  in  such  municipality, 
the  proper  commission  shall  Investigate  as  to  the  cause  for  such 
complaint.     When  such  complaint  is  made,  the  commission  may. 
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by  its  agents,  examiners  and  inspectors,  inspect  the  works,  sys- 
tem, plant  and  methods  used  by  such  person  or  corporation  in 
manufacturing,  transmitting  and  supplying  such  gas  or  elec- 
tricity, and  may  examine  or  cause  to  be  examined  the  books 
and  papers  of  such  person  or  corporation  pertaining  to  the 
manufacture,  sale,  transmitting  and  supplying  of  such  gas  or 
electricity.  The  form  and  contents  of  complaints  made  as  pro- 
vided in  this  section  shall  be  prescribed  by  the  commission.  Such 
complaints  shall  be  signed  by  the  officers,  or  by  the  customers, 
purchasers  or  subscribers  making  them,  who  must  add  to  their 
signatures  their  places  of  residence,  by  street  and  number,  if 
any. 

After  a  hearing  and  after  such  investigation  as  may  have 
been  made  by  the  commission  or  its  officers,  agents,  examiners 
or  inspectors,  the  commission  within  lawful  limits  may,  by 
order,  fix  the  maximum  price  of  gas  or  electricity  to  be  charged 
by  such  corporation  or  person,  or  may  order  such  improvement 
in  the  manufacture  or  supply  of  such  gas,  in  the  manufacture, 
transmission  or  supply  of  such  electricity,  or  in  the  methods 
employed  by  such  person  or  corporation,  as  will  in  its  judg- 
ment improve  the  service.  The  price  so  fixed  by  the  commission 
shall  be  the  maximum  price  to  be  charged  by  such  person  or 
corporation  for  gas  or  electricity  in  such  municipality  until  the 
commission  shall  upon  complaint  as  provided  in  this  section  or 
upon  an  investigation  conducted  by  it  on  its  own  motion,  again 
fix  the  maximum  price  of  such  gas  or  electricity.  In  determin- 
ing the  price  to  be  charged  for  gas  or  electricity  the  commission 
may  consider  all  facts  which  in  its  judgment  have  any  bearing 
upon  a  proper  determination  of  the  question  although  not  set 
forth  in  the  complaint  and  not  within  the  allegations  contained 
therein. 

208.  Forfeiture  for  non-compliance  with  order, — • 
Every  gas  corporation  and  electrical  corporation,  and 
the  officers,  agents  or  employes  thereof,  shall  obey, 
observe  and  comply  with  every  order  made  by  the  com- 
mission mider  authority  of  this  act,  so  long  as  the  same 
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shall  be  and  remain  in  force.  Any  such  corporation,  or 
any  officer,  agent  or  employe  thereof,  who  knowingly 
fails  or  neglects  to  obey  or  comply  with  such  order,  or 
any  provision  of  this  act,  shall  forfeit  to  the  State  of 
New  York  not  to  exceed  the  sum  of  one  thousand  dollars 
for  each  offense.  Every  distinct  violation  of  any  such 
order  or  of  this  act,  shall  be  a  separate  offense,  and  in 
ease  of  a  continuing  violation  each  day  shall  be  deemed 
a  separate  offense. 

The  act  is  well  worth  studying  in  full  by  any  one 
interested  in  the  investment  postion  of  the  securities  of 
the  companies  located  within  the  State  of  New  York. 
It  will  be  found  in  chapter  429  of  the  laws  of  the  State 
of  New  York. 

209.  Other  important  powers  of  commission, — Many 
other  important  powers  have  been  conferred  upon  the 
commissions  other  than  those  enumerated.  All  tariff 
schedules  and  changes  must,  for  example,  be  filed  with 
the  commission  thirty  days  before  they  become  effective. 
The  commission  is  given  jurisdiction  over  the  distribu- 
tion of  cars.  It  must  approve  all  franchise  grants  be- 
fore the  corporation  can  take  possession  of  the  privileges 
which  have  been  conferred  upon  them.  It  possesses  the 
right  to  regulate  the  transfer  of  stock  and  its  approval 
must  be  secured  for  all  new  issues  of  stocks  and  bonds 
before  they  become  legal. 

The  effects  of  the  activities  of  the  commission  under 
this  law  are  known  to  every  one  who  reads  the  news- 
papers. The  street  railways  in  New  York  city  have 
been  forced  to  make  large  expenditures  for  the  better- 
ment of  their  service  and  to  provide  the  facilities  needed 
to  handle  the  traffic.  Methods  of  operation,  whose  only 
recommendation  was  the  small  cost  which  they  involved, 
have  been  prohibited  and  have  been  superseded  by  plans 
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which  had  for  their  aim  the  accommodation  of  the  travel- 
ling public.  The  activities  of  the  commission  in  behalf 
of  the  public  was  one  of  the  most  important  factors  in 
bringing  down  the  top  heavy  financial  structure  saddled 
upon  the  street  railways  of  New  York  city. 

210.  Companies  with  limited  term  franchises, — The 
popular  attempt  to  regulate  public  service  corporations 
falls,  however,  with  the  greatest  severity  upon  those 
companies  which  operate  under  limited  term  franchises 
and  the  corporation  whose  franchise  has  a  life  of  twenty 
or  thirty  years  finds  itself  almost  completely  at  the 
mercy  of  the  city  when  the  time  for  its  renewal  is  at 
hand.  The  company  must  go  to  the  city  as  a  suppli- 
cant asking  for  a  privilege  and  must  take  the  best  terms 
that  it  can  get.  The  courts  will  protect  it,  in  most 
cases,  against  confiscation  of  its  real  tangible  property. 
That  is  to  say,  it  will  force  the  city  to  recognize  the  value 
of  the  tangible  assets  of  the  company  in  any  scheme 
of  readjustment.  Beyond  this,  however,  the  law  offers 
no  protection  to  the  company  in  its  negotiations  with 
the  city.  The  consequences  of  this  situation  to  the  in- 
vestor are  clear.  His  investment  is  protected  so  long 
as  the  physical  value  of  the  company's  property  equals 
the  amount  of  its  obligations.  When,  however,  the 
roads  are  overcapitalized,  all  of  those  securities  whose 
lien  is  inferior  to  the  issues  equaling  in  amount  the  value 
of  the  physical  assets  of  the  company,  are  in  a  most  pre- 
carious position.  Let  us  take  for  illustration  a  com- 
pany which  we  will  say  is  capitalized  for  $100,000,000. 
It  has  outstanding  bonds  to  the  value  of  $25,000,000; 
stock  of  underlying  companies  to  the  value  of  $25,000,- 
000,  while  the  parent  corporation  has  outstanding 
$50,000,000  of  stock.  If  the  expert  valuation  of  the 
company's  property  shows  that  the  tangible  assets  are 
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worth  $60,000,000  it  is  plainly  seen  that  while  the  bonds 
and  the  stock  of  the  underlying  companies  are  pro- 
tected, yet  four-fifths  of  the  capitalization  of  the  parent 
corporation  has  no  legal  protection  in  dealing  with  the 
city  for  the  readjustment  of  its  franchise. 

211.  Lessons  of  the  Chicago  controversy, — The  ex- 
perience of  the  Chicago  Street  Railways  in  the  recent 
adjustment  with  the  city  is  a  most  admirable  illustration 
of  the  situation  which  arises  when  the  renewal  of  fran- 
chises become  necessary.  There  were,  at  the  time  when 
the  contest  became  acute,  two  companies  operating  all 
of  the  lines  within  the  city,  the  Chicago  City  Railway 
and  the  Chicago  Railways  Company.  The  franchise 
of  the  various  underlying  roads  comprising  these  cor- 
porations began  to  expire  in  1904,  1905  and  1906.  The 
city  refused  to  grant  franchises  upon  any  terms  which 
would  enable  the  company  to  earn  more  than  a  fair 
return  upon  the  physical  value  of  its  property.  A  long 
and  bitter  war  ensued  involving  endless  litigation  which 
finally  reached  the  United  States  Supreme  Court.  The 
company  was  eventually  forced  to  compromise  with  the 
city,  which  was  done  upon  a  basis  generally  regarded 
as  very  fair  to  both  parties.  In  this  compromise  the 
city  recognized,  with  the  company's  consent,  that  the 
value  of  the  tangible  and  intangible  property  of  the 
Chicago  City  Railway  Company  was  $21,000,000.  At 
that  time  this  corporation  had  outstanding  $20,000,000 
of  first  mortgage  bonds  and  $18,000,000  of  stock. 
Upon  this  valuation  it  will  be  seen,  therefore,  that  after 
the  bonded  debt  was  provided  for  there  was  $1,000,000 
of  recognized  value  as  against  $18,000,000  of  outstand- 
ing stock.  The  Chicago  Railways  Company  was  .val- 
ued by  the  Board  of  Expert  Engineers  at  $30,779,875. 
This  corporation  had  outstanding  at  that  time  $31,104,- 
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175  of  funded  debt,  $1,768,366  of  unfunded  debt; 
$308,633  of  guaranteed  liabilities,  $467,111  reserved  for 
damages,  making  total  liabilities  of  $33,748,286.  The 
company  had  outstanding  also  $100,000  of  capital  stock. 
In  other  words  the  creditors  of  this  company  were 
forced  to  provide  for  shrinkage  of  almost  10  per  cent 
in  their  claims,  while  the  stockholders  were  entirely 
wiped  out  upon  the  basis  of  the  physical  valuation  of 
the  tangible  and  intangible  property. 

212.  The  advantages  of  the  Chicago  plan. — The  plan 
adopted  by  Chicago  in  dealing  with  its  street  railways 
is  so  eminently  fair  that  its  bids  likely  to  be  copied  in 
every  city  where  this  question  may  arise.  Under  the 
arrangement  the  capitalization  of  the  company,  after 
having  been  fixed  by  the  Board  of  Engineers  is  care- 
fully regulated  and  controlled  in  order  to  prevent  future 
errors  in  management.  Every  new  issue  of  securities 
must  be  approved  by  the  City  Comptroller,  on  behalf 
of  the  municipality,  and  by  a  board  of  disinterested 
supervising  engineers  to  ascertain  the  correspondence 
of  the  issue  to  the  cost  of  the  proposed  construction 
work,  and  for  the  purpose  of  seeing  that  the  proceeds 
from  the  sale  of  the  securities  are  properly  spent. 
These  officials,  by  giving  their  consent,  bind  the  mu- 
nicipality to  recognize,  in  all  future  negotiations,  the 
validity  of  the  securities  and  their  right  to  a  fair  return. 
Once  the  painful  process  of  readjustment  has  been 
finished,  as  is  now  happily  the  case  in  Chicago,  there  is 
no  necessity  for  any  future  uneasiness  concerning  the 
possibility  of  over-capitalization.  No  matter  what  hap- 
pens to  the  company  when  its  franchise  again  expires 
at  the  end  of  twenty  years  the  city  is  bound  to  recog- 
nize and  provide  for  the  holders  of  the  securities  of  the 
expiring  company. 
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213.  General  importance  of  franchise  question, — It 
is  not  sufficient  therefore,  for  the  investor  to  be  content 
with  an  analysis  of  the  income  account  of  the  street 
railways.  Large  surplus  earnings  and  attractive  div- 
idends may  be  the  snare  to  entice  him  into  an  unfortu- 
nate position.  The  Chicago  City  Railway,  for  example, 
paid  twelve  per  cent  dividends  until  1893;  twenty-four 
per  cent  that  year  and  twelve  per  cent  from  1894  to 
1900.  From  this  date  the  dividends  gradually  fell  off 
until  they  reached  six  and  three-fourths  per  cent  in  1907. 
The  investor  must  study  the  franchise  position  of  his 
company.  He  must  ascertain  the  vulnerable  spots  in 
its  legal  position,  he  must  acquaint  himself  with  the 
possibilities  of  future  trouble  through  unfriendly  action, 
and  he  must  endeavor  to  ascertain,  with  an  unbiased 
mind,  the  basis,  if  any,  for  the  popular  agitation  which 
may  exist. 


CHAPTER  XXIII 

SECURITIES  OF  INDUSTRIAL  CORPORATIONS 

214.  What  is  meant  by  the  industrials, — One  of  the 
largest  classes  of  securities  offered  to  the  investor  is  the 
group  known  as  "industrials."  This  group  includes  the 
stocks  and  bonds  of  manufacturing,  mining  and  trading 
companies  as  distinguished  from  public  securities,  that 
is,  from  government,  state  and  municipal  bonds;  the 
securites  of  public  service  corporations,  such  as  street 
railways ;  and  those  of  the  transportation  companies,  of 
which  the  most  important  example  is  the  railroads. 
The  considerations  which  influence  the  value  of  indus- 
trial securities  differ  radically  from  those  affecting  any 
of  the  other  classes  of  securities  which  we  have  studied. 

Industrial  securities  are  usually  classified  in  the  minds 
of  the  investors  according  to  the  industries  which  they 
represent.  One  group  consists  of  corporations  en- 
gaged in  mining.  Under  this  heading  would  fall  coal, 
copper,  iron,  gold,  silver  and  lead  mining  enterprises. 
The  second  class  includes  the  industrials  directly  or  in- 
directly connected  with  the  manufacture  of  iron  and 
steel.  This  group  is  by  far  the  most  important  in  the 
field,  including  not  only  the  corporations  directly  en- 
gaged in  turning  out  these  products,  but  the  many  com- 
panies which  manufacture  these  metals  into  their  final 
finished  form,  such  as  the  railway  equipment,  electrical 
equipment  and  special  machinery  manufacturers.  The 
final  group  includes  those  corporations  which  are  en- 
gaged in  miscellaneous  industrial  activities.     The  most 
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important  of  these  are  the  companies  manufacturing 
sugar  and  its  allied  products,  tobacco,  paper,  leather, 
rubber,  beer  and  whiskey,  miscellaneous  food  products, 
and,  finally,  the  trading  or  merchandise  corporations. 

We  see,  therefore,  that  the  field  covered  by  these  se- 
curities is  very  extensive,  including  some  of  the  most 
important  branches  of  American  industry.  The  only 
way  in  which  their  value  can  be  understood  is  to  study 
each  class  by  itself.  Before  beginning  this  detailed 
study,  however,  let  us  restate  the  basic  conditions  of 
every  form  of  security  entitled  to  rank  as  an  investment. 
These  are,  first,  security  for  the  principal  sum  repre- 
sented by  the  investment,  insuring  its  return  to  the 
investor  at  any  time  he  may  desire  through  the  sale  of 
his  security  or  upon  the  maturity  of  the  obligation,  and, 
secondly,  the  absolute  assurance  of  the  continuance  of 
a  fair  return  upon  the  money  invested  throughout  the 
entire  period  of  its  employment. 

The  degree  to  which  each  class  of  industrial  can 
satisfy  these  requirements  determines  its  position  in  the 
investment  field. 

215.  Securities  of  manufacturing  companies, — We 
turn  now  to  the  class  of  industrial  securities  which 
represent  ownership  in  manufacturing  or  trading  com- 
panies. A  large  amount  of  the  uncertainty  which  is 
connected  with  mining  enterprises  does  not  have  to  be 
contended  with  in  this  field.  The  supply  of  raw 
materials,  when  owned  by  the  company,  is  usually  of 
such  a  character  as  to  be  accurately  and  readily  ascer- 
tained. The  plants  are  something  which  are  capable 
of  reasonably  accurate  valuation.  The  business  is  of 
a  character  which  can  be  understood  by  the  ordinary 
man.  Most  of  the  elements  necessary  to  an  intelligent 
judgment  are  here  in  evidence.     It  is  an  interesting 
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fact  that  the  mdustrial  securities  are  largely  confined 
to  the  few  businesses  in  which  monopoly  has  played  an 
important  part.  In  fact  a  great  many  people  would 
define  the  industrials  as  the  trusts. 

216.  Feic  issue  bonds, — The  industrials  differ  from 
the  classes  of  corporations  which  we  have  previously 
discussed  in  that  a  relatively  small  amount  of  their 
capitalization  is  represented  by  bonds.  Industrial  cor- 
porations have  largely  confined  their  issues  of  securities 
to  stocks,  not  because  of  any  conservatism  on  their 
own  part,  but  because  their  business  is  of  such  a  char- 
acter as  to  make  bond  issues  unattractive  to  investors. 

The  record  of  earnings  of  these  properties  is  usually 
very  irregular.  The  public  corporations,  such  as  the 
governments  of  our  nation,  states  and  cities,  arbitrarily 
fix  their  income  to  meet  their  needs.  With  them,  there- 
fore, the  question  of  earnings  is  a  matter  concerning 
which  the  investor  does  not  have  to  worry.  The  public 
service  corporations  base  the  value  of  their  securities 
upon  their  earning  power.  This,  however,  is  stable 
and  does  not  vary  to  any  great  extent  in  good  years 
or  bad  years.  People  have  to  ride  on  trolly  cars 
whether  times  are  good  or  bad.  They  use  telephones 
no  matter  what  may  be  the  condition  of  business;  they 
must  burn  electricity  and  gas  and  they  must  use  water. 
As  a  consequence,  the  income  of  public  service  corpora- 
tions is  constant  so  that  a  very  narrow  margin  of  earn- 
ings above  fixed  charges  is  suflicient  to  satisify  the 
ordinary  investor. 

The  position  of  railroads  is  only  a  trifle  less  secure. 
The  larger  part  of  the  income  of  our  railroads  is  de- 
rived from  freight  traffic.  This  expands  in  boom  times 
and  contracts  during  periods  of  industrial  depression. 

However,  the  railroad,  to  a  considerable  extent,  is  able 
yii— 20 
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to  offset  these  variations  in  income  by  economies  in 
operation.  We  have  seen  that  it  is  necessary  for  this 
class  of  corporations  to  maintain  a  reasonable  surplus 
of  earnings  over  and  above  fixed  charges.  If  this 
surplus  is  reasonably  large  the  investor  in  railroad 
bonds  has  little  to  fear. 

Industrial  corporations  are,  however,  radically 
different  in  position.  Modern  industry  is  specialized. 
Every  important  line  is  subdivided  again  and  again 
so  that  at  the  present  time  there  are  large  concerns 
making  some  single  article  which  is  really  nothing  but 
a  specialty.  There  is  hardly  an  industrial  corporation 
of  which  this  is  not  true.  The  United  States  Steel 
Corporation  manufactures  a  very  large  number  of 
things.  Most  of  these  are  in  turn  taken  by  another 
set  of  corporations  and  made  over  into  more  highly 
specialized  forms. 

A  corporation  of  this  class  is  either  in  a  period  of  fe- 
verish overstrained  activity  or  one  of  intense  depression, 
amounting  almost  to  complete  idleness.  With  them 
it  is  either  a  feast  or  a  famine.  Their  earnings  jump 
from  one  extreme  to  the  other  as  the  industrial  condi- 
tion of  the  country  changes.  In  the  volume  on  Cor- 
poration Finance  the  relation  which  fixed  charges  can 
safely  bear  to  net  earnings  was  gone  into  in  detail. 
You  will  recollect  that  the  rule  is  that  fixed  charges 
must  always  be  kept  below  the  low  water  mark  of  net 
earnings  or  that  in  other  words,  they  must  never  ex- 
ceed the  minimum  amount  which  the  company  can 
earn  in  the  worst  year.  It  is  easy,  therefore,  to  under- 
stand why  the  bonds  of  corporations  whose  earnings 
fluctuate  widely,  are  regarded  with  disfavor.  The 
investor  shuns  them  because  he  realizes  that  he  is  buy- 
ing a  chance.     The  bondholder  is  not  expecting  to  buy 
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a  chance  for  he  regards  himself  as  a  creditor  and  not  as 
a  partner.  In  a  new  venture  the  stockholder  may  look 
for  large  and  dazzling  returns  but  the  bondholder  can 
never  hope  for  more  than  a  certain  fixed  rate  of  interest 
on  his  money  no  matter  what  success  the  company  may 
win.  This  is  the  reason  which  makes  it  difficult  to 
float  bonds  upon  most  industrial  enterprises.  The  cor- 
poration also  finds  it  disadvantageous  to  put  out  bond 
issues  because  of  the  distrust  which  it  creates  in  the 
mind  of  the  stockholder  who  does  not  like  the  load  of 
fixed  charges  piled  up  ahead  of  him,  particularly  when 
he  realizes  that  these  may  be  a  positive  menace  to  the 
safety  of  his  investment.  In  the  last  few  years,  how- 
ever, a  number  of  the  larger  and  stronger  manufactur- 
ing companies  have  been  able  to  float  bond  issues,  but, 
as  a  general  proposition,  it  is  still  difficult  and  inadvis- 
able for  the  bulk  of  manufacturing  companies  to  do 
much  financing  in  this  manner. 

217.  Importance  of  the  character  of  the  business, — 
The  economists  divide  the  various  articles  which  are 
produced  into  two  classes:  The  first  they  can  call 
capital  or  production  goods,  while  they  designate  the 
second  class  as  consumption  goods.  This  division  is  of 
importance  in  the  study  of  industrial  securities.  We 
have  seen  that  the  demand  for  various  classes  of  goods 
differs  considerably,  especially  in  periods  of  depres- 
sion. Thus,  for  example,  the  goods  which  are  really 
necessities  of  life  are  bought  in  about  the  same  quanti- 
ties in  bad  years  as  in  good  years.  The  goods  which 
must  be  classed  as  luxuries,  have  a  large  demand  in 
prosperous  years  but  their  market  almost  disappears 
when  adversity  overtakes  the  country. 

Now  it  is  obvious  that  the  investor  in  an  industrial 
proposition  is  much  more  secure  if  he  puts  his  money 
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into  a  company  producing  the  necessities  of  life 
than  into  a  corporation  manufacturing  luxuries.  The 
former's  earnings  will  be  reasonably  well  sustained 
while  the  latter's  will  almost  entirely  disappear  during 
bad  years. 

In  the  field  of  production  of  goods  the  same  distinc- 
tion must  be  made.  There  are  generally  two  classes 
of  producers  in  this  field.  First,  those  which  turn  out 
crude  forms,  and  second,  those  which  take  the  products 
of  the  first  and  manufacture  them  into  those  final 
forms  in  which  they  are  sold  to  the  consumer.  We  can 
take  the  United  States  Steel  Corporation  and  the 
Westinghouse  Companies  as  examples  of  the  two 
classes.  The  first  takes  the  raw  materials  out  of  the 
ground,  assembles  them,  converts  them  into  pig  iron 
and  turns  the  pig  iron  into  steel.  The  steel  ingots 
are  then  sold  to  the  Westinghouse  Companies  which 
put  them  through  many  operations  and  finally  turn 
them  over  to  the  consumer  in  the  form  of  a  dynamo  or 
a  turbine  engine.  Now  as  a  general  proposition  the 
further  you  get  toward  the  final  stage  in  the  pro- 
duction of  the  finished  goods  the  less  desirable  the  par- 
ticular business  becomes  as  an  investment.  The 
producer  of  half  finished  materials  has  a  large  class  of 
buyers  upon  which  he  can  rely.  He  may  be  supply- 
ing steel  to  thirty  separate  and  distinct  industries  each 
of  which  has  little  connection  with  the  other.  The 
manufacturer,  however,  of  dynamos  or  locomotives  is 
in  an  exceedingly  narrow  and  specialized  field.  He 
is  subject  to  peculiar  setbacks  which  may  affect  his  own 
particular  industry,  while  not  affecting  the  trade  of 
the  country  at  large.  He,  therefore,  has  to  watch  not 
only  the  general  industrial  depressions  which  affect 
every  business  but  the  special  and  peculiar  changes  in 
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trade  conditions  which  would  seriously  impair  the 
demand  for  his  product. 

Many  producers  of  specialized  goods,  however,  turn 
out  a  large  variety  of  articles.  The  Westinghouse 
Companies,  for  example,  manufacture  air  brakes,  draft 
gears,  electric  machinery,  gas  and  steam  engines, 
patented  arc  lights  and  a  large  number  of  other  articles 
of  the  same  general  nature.  They  are  in  a  much  safer 
position,  producing  a  large  variety  of  products  under 
one  management,  than  they  would  be  if  they  confined 
their  activities  to  one  single  line,  because  the  falling 
off  of  the  demand  for  one  line  only  partially  affects 
their  earnings.  In  fact  the  loss  may  be  more  than 
offset  by  the  increasing  demand  for  something  else 
which  they  may  turn  out, 

218.  Importance  of  controlling  a  large  supply  of 
raw  materials, — The  second  consideration  which  affects 
the  desirability  of  the  securities  of  manufacturing  com- 
panies for  investment  concerns  the  control  which  the 
company  exercises  over  its  raw  material.  Some  author- 
ities have  gone  so  far  as  to  say  that  no  industrial  is 
really  a  first  class  investment  unless  is  has  some  natural 
monopoly  through  the  control  of  raw  material.  There 
is  great  force  in  the  argument  which  supports  this 
contention.  Most  manufacturing  monopolies  are  either 
based  upon  the  control  of  raw  material  or  upon  the 
strength  of  valuable  patents  which  make  their  products 
superior  to  that  of  other  competitors.  One  of  the 
strongest  factors  in  the  strength  of  the  United  States 
Steel  Corporation  is  its  control  over  the  raw  material 
supply.  There  is  only  a  certain  amount  of  good  iron  ore 
in  the  country.  The  Steel  Corporation  bought  out  prac- 
tically every  plant  which  controlled  any  considerable 
supply  of  ore  or  coke  land  when  it  was  organized,  and 
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since  that  time  has  greatly  strengthened  its  position  by- 
numerous  purchases  and  leases.  As  a  consequence  it 
would  be  almost  impossible  at  the  present  time  for  any 
group  of  capitalists,  no  matter  how  strong,  to  build  up  a 
system  of  plants  which  could  offer  serious  competition 
to  the  steel  corporation.  They  could  not  secure  the 
supply  of  raw  materials  which  is  the  first  essential 
in  offering  dangerous  competition. 

219.  Effect  of  strong  rivals. — It  is  not  only  impor- 
tant for  the  investor  to  ascertain  the  amount  of  raw 
material  which  his  company  controls  but  it  is  necessary 
for  him  to  find  out  how  many  strong  rivals  the  com- 
pany may  have  which  are  equally  well  entrenched  in 
this  respect.  Competition  between  two  or  three  strong 
rivals  is  much  more  dangerous  than  between  one  large 
company  and  thirty  or  forty  small  ones. 

In  considering  the  supply  of  raw  materials  it  is  also 
important  to  ascertain  the  suitability  of  the  location 
of  the  raw  materials  in  reference  to  the  plants.  There 
are  frequently  deposits  of  raw  material  which  are  very 
rich  but  which  have  little  value  because  they  are  so 
remotely  located.  The  transportation  charges  incurred 
in  getting  them  to  the  plant  are  prohibitive. 

220.  Monopoly  of  patents, — The  investor  should 
avoid  a  business  which  is  charging  prices  considerably 
above  the  cost  at  which  the  goods  can  be  produced,  rely- 
ing upon  a  monopoly  based  upon  patents.  High 
prices  and  large  profits  always  attract  competitors. 
It  is  usually  foolish  for  the  investor  to  believe  that 
there  are  not  as  good  men  in  the  employ  of  others  as 
there  are  upon  his  company's  rolls.  No  one  can  tell 
when  some  one  of  these  outsiders  may  develop  patents 
which  are  far  superior  to  those  upon  which  the  monopoly 
has  been  based.     A  good  patent  is  always  subject  to  in- 
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fringements  and  a  strong  company  with  good  financial 
backing  and  the  aid  of  bright  patent  lawyers  can 
usually  succeed  in  securing  most  of  the  advantages  of 
other  people's  patents  by  clever  modifications  designed 
to  evade  the  provisions  of  the  law. 

221.  Personal  equation, — The  third  consideration 
concerns  the  importance  which  the  personal  ability  of 
one  or  more  of  the  managers  bears  upon  the  success 
of  the  company.  The  small  company  usually  is  open 
to  the  objection  that  its  success  depends  upon  the  work 
of  a  few  pushing,  enterprising  men  who  have  built  it 
up,  and  who  must  be  depended  upon  to  carry  it  along. 
The  larger  the  corporation  becomes  the  less  it  is  open 
to  this  objection.  The  United  States  Steel  Corpora- 
tion, for  example,  is  so  enormous  that  no  one  man  is 
indispensable  to  the  business.  Any  one  might  die  or 
resign  and  there  would  probably  be  a  half  dozen 
other  men,  almost  equally  able,  who  could  be  placed 
in  the  position.  The  uncertainty  of  human  life  enters 
very  little  into  the  calculations  of  the  probable  future 
of  most  large  enterprises.  ^ 

222.  The  financial  policy  of  the  company, — The 
fourth  question  concerns  the  financial  policy  pursued 
by  the  company.  We  have  already  seen  that  an  indus- 
trial corporation  should  be  conservatively  capitalized  or 
that,  at  any  rate,  its  capitalization  should  be  made  up 
of  a  very  small  portion  of  bonds.  A  very  generally 
accepted  rule  holds  that  no  industrial  corporation 
should  issue  an  amount  of  bonds  exceeding  one-half 
the  cost  of  its  property  and  that  in  all  cases  these  bonds 
should  be  protected  by  sinking  funds  which  will  retire 
them  as  the  property  depreciates  in  value.  The  vic- 
issitudes of  business  are  such  that  the  investor  should 
always  keep  in  mind  the  position  he  would  be  in  were 
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the  company  to  become  insolvent.  Every  one  knows 
that  a  manufacturing  property  has  little  value  except 
as  a  going  proposition.  If  dismantled  the  machinery 
is  worth  little  above  the  price  of  scrap  iron.  The  build- 
ings usually  have  been  constructed  to  suit  the  partic- 
ular needs  of  the  industry  and  are  unsuited  for  any 
other  purpose.  Such  specialized  property  therefore  is 
not  likely  to  secure  large  bond  issues. 

If  cumulative  preferred  stock  has  been  issued  by  the 
industrial,  the  investor  usually  insists  that  the  amount 
outstanding  shall  not  exceed  the  difference  between  the 
bonded  debt,  if  there  is  any,  and  the  actual  cost  of  the 
plant.  That  is  to  say,  the  total  of  the  bonded  debt 
and  the  preferred  stock  issue  should  not  exceed  the  cost 
of  the  plant.  Where  this  rule  has  been  followed,  and 
the  company  has  a  satisfactory  record  of  earnings  for 
a  period  of  at  least  ten  years  its  preferred  stock  can 
be  usually  sold  at  prices  approximately  investment 
levels.  It  is  bought  by  the  class  of  people  who  are  not 
satisfied  with  the  modest  yield  of  first  class  bonds  and 
who  are  ready  to  take  some  slight  risk  in  exchange  for 
a  larger  annual  return. 

,  The  common  stock  of  the  large  industrials  is  often 
worthless  from  an  investment  standpoint.  It  is  usually 
nothing  more  than  the  capitahzation  of  anticipated 
earnings  There  is  no  assurance  that  these  will  ever 
be  realized. 

223.  Importance  of  ample  working  capital, — A  very 
large  number  of  the  industrials  get  into  trouble  because 
of  mistakes  in  providing  for  working  capital.  This 
should  be  provided  out  of  the  earnings  and  not  bor- 
rowed from  the  banks.  An  industrial  corporation 
whose  bank  loans  exceed  its  bills  receivable  is  on  the 
verge   of  bankruptcy.     Conservatively  managed   cor- 
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porations  usually  keep  their  loans  well  below  this 
mark.  In  determining  whether  a  corporation  has 
sufficient  working  capital,  investors  should  compare  its 
amount  with  the  gross  sales  of  the  company  during  the 
preceding  year  and  over  a  period  of  years.  The 
Census  of  1900  gives  the  following  table  which  shows 
the  percentage  of  working  capital  which  the  investor 
should  expect  for  the  leading  manufacturing  industries : 

Percentage   of  work-      Gross  business  per  dol- 
ing  capital   to   total        lar   of   working   capital 

Food  products   46%  $5.22 

TextUes  54%  2.24 

Iron   and    steel    50%  2.33 

Lumber     45%  2.40 

Leather     75%  2.35 

Paper  and  printing   40%  2.70 

Liquors     41%  1.96 

Chemicals     51%  2.17 

Clay  and  glass   87%  2.28 

Metals     53%  3.53 

Tobacco    76%  3.02 

Vehicles    53%  2.42 

These  figures  may  be  accepted  as  giving  a  fair  idea 
of  the  standards  which  should  be  applied.  We  see 
that  there  is  no  general  rule  because  the  conditions  are 
to  a  large  extent  peculiar  to  each  industry. 

The  last  point  in  reference  to  the  financial  manage- 
ment of  the  company  concerns  the  necessity  of  seeing 
that  adequate  depreciation  is  provided  for.  The 
ordinary  manufacturer  is  careful  to  set  aside  each  year 
a  sufficient  sum  to  enable  him  to  replace  machinery  and 
tools  when  worn  out  and  thus  to  keep  his  plant  up  to  a 
high  state  of  efficiency.  Strange  to  say  the  ordinary 
industrial  does  not  carry  any  depreciation  account. 
There  is  no  valid  reason  why  it  should  not  be  done,  for 
the  character  of  its  business  is  exactly  the  same  as  that 
conducted  by  the  smaller  companies.  Unless  an  in- 
dustrial, however,  sets  aside  in  some  form,  10  per  cent 
of  its  book  valuation  each  year  to  cover  depreciation. 
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it  is  likely  that  the  investor  will  one  day  suddenly  come 
to  realize  that  he  is  the  owner  of  an  antiquated,  broken 
down  plant.  Most  of  the  large  industrial  corporations 
really  provide  for  depreciation  in  an  indirect  way. 
They  carry  each  year  a  large  sum  to  surplus  account. 
This  money  is  really  invested  in  the  up-keep  of  the 
property.  When  you  see,  therefore,  in  the  newspapers 
that  a  certain  industrial  corporation  is  exceedingly 
prosperous  and  conservatively  capitalized  because  it 
has  an  immense  surplus  of  several  millions  of  dollars, 
which  has  been  piled  up  out  of  earnings,  you  must 
remember  that  this  is  largely  fictitious  as  the  surplus 
merely  represents  the  grand  total  of  the  amount  spent 
on  renewals  and  betterments  since  the  company  has 
been  incorporated.  It  is  only  that  portion  of  the  surplus 
which  exists  in  cash  or  quick  assets  that  can  really  be 
relied  upon  to  carry  a  company  through  financial  crises. 

224.  Industrials  and  the  tariff, — Those  industries 
which  are  mainly  or  wholly  dependent  upon  the  tariff 
for  the  maintenance  of  profits  and  the  continuance  of 
their  prosperity  are  not  good  subjects  for  investment. 
No  one  has  any  assurance  that  the  present  sentiment 
concerning  the  desirability  of  a  protective  tariff  will 
continue  indefinitely.  Since  the  investor  should  deal 
in  certainties  and  not  in  probabilities,  he,  if  wise,  avoids 
those  industries  where  this  question  plays  an  important 
part. 

225.  The  legal  position  of  the  industrials. — One  of 
the  most  vital  questions  concerned  with  the  value  of 
industrial  securities  is  the  legal  position  of  these  com- 
panies. The  United  States  Government,  and  almost 
every  state  in  the  union,  have  passed  statutes  intended 
to  forbid  the  consolidation  of  competing  plants  or  the 
creation  of  agreements  in  restraint  of  trade.     Every 
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large  industrial  combination  is  violating  the  spirit  of 
these  laws,  if  not  indeed  their  letter.  During  the 
Roosevelt  administration  a  large  number  of  prosecu- 
tions were  brought  against  combinations  for  alleged 
violation  of  these  laws.  Some  of  these  suits  have  been 
successful.  At  the  present  time  the  American  Tobacco 
Company  is  making  an  appeal  from  a  decision  of  a 
United  States  court  decreeing  its  dissolution  on  the 
ground  that  it  is  violating  the  anti-trust  law.  The 
Standard  Oil  Company  is  fighting  to  prevent  being 
placed  in  the  same  position.  The  legal  uncertainty 
which  surrounds  industrials  is  far  greater  than  the 
average  layman  appreciates.  In  fact  there  is  really  no 
one  who  can  tell  exactly  what  combinations  are  legal 
and  what  are  forbidden.  Until  the  courts,  therefore, 
give  clear  definition  of  what  is  permissible  no  one  can 
tell  which  of  the  great  industrials  are  really  within  the 
the  meaning  of  the  law. 


CHAPTER  XXIV 

MINING  STOCKS 

226.  How  mining  stocks  rank  as  investments. — Mark 
Twain  has  said  that  a  mine  is  a  hole  in  the  ground  owned 
by  a  liar,  and  there  is  no  doubt  that  in  no  other  class 
of  securities  does  the  element  of  fraud  and  misrepre- 
sentation enter  so  largely.  For  this  reason  many 
authorities  hold  that  mining  stocks  can  never  be  con- 
sidered as  investments.  One  prominent  engineer  has 
said  that  only  rich  capitalists  and  practical  mining  men 
should  ever  purchase  mining  stocks.  It  is  a  fact,  how- 
ever, that  many  New  England  investors  have  placed 
all  their  resources  in  copper  stocks  and  in  many  instances 
have  fared  well.  Thirty  Michigan  copper  mines  have 
paid  out  more  than  $164,000,000  in  dividends  to  32,000 
stockholders.  If  proper  precautions  are  observed  and 
the  investor  familiarizes  himself  with  the  peculiar  con- 
ditions of  the  mining  business,  mining  stocks  may  be 
purchased  with  a  fair  degree  of  safety  and  to  yield  a 
high  return.  Far  greater  care  and  caution,  however, 
are  required  than  in  the  case  of  railroad  and  certain 
other  classes  of  securities  and  from  that  point  of  view 
it  is  possible  to  assert  that  mining  stocks  are  not,  strictly 
speaking,  investment  securities. 

The  annual  mineral  production  of  the  United  States 
in  1909  amounted  to  about  $2,000,000,000.  With  such 
a  vast  amount  of  wealth  coming  from  the  earth  each 
year  it  is  but  reasonable  to  suppose  that  good  securities 
can  be  purchased  which  are  based  upon  this  industry, 
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There  is  always  a  demand  for  minerals  at  some  price 
and  if  a  mine  really  contains  ore  and  the  management 
can  get  it  out  at  a  reasonable  cost,  the  business  must 
necessarily  be  a  profitable  one.  Of  course  it  must  be 
remembered  that  stocks  in  many  of  the  best  mines  are 
never  offered  to  the  public  but  are  privately  owned. 
Pig  iron,  whose  production  is  valued  each  year  at  more 
than  half  a  billion  dollars,  is  nearly  all  owned  by  the 
iron  and  steel  manufacturing  companies  and  therefor 
is  not  to  be  considered  in  this  chapter,  as  it  comes  under 
the  purview  of  industrial  securities.  Coal  forms  a  large 
item  in  our  mineral  wealth  and  the  securities  of  coal 
mining  companies  will  be  considered  in  the  next  section. 

227.  Coal  mining  securities, — The  largest  proportion 
of  the  capitalization  of  mining  companies  in  the  United 
States  is  probably  represented  by  the  coal  companies. 
These  are  the  corporations  which  mine,  and  sometimes 
sell,  the  various  classes  of  coal.  While  the  total  capital- 
ization of  these  companies  is  enormous,  yet  the  amount 
available  to  the  ordinary  investor  is  insignificant.  The 
organization  of  the  coal  mining  business  is  peculiar. 
Anthracite  coal  is,  to  a  large  extent,  mined  by  a  few 
corporations  which  are  controlled  by  stock  ownership  by 
the  railroads  whose  traffic  consists  chiefly  of  anthracite 
coal. 

Under  the  decision  of  the  Supreme  Court  of  the 
United  States  concerning  the  interpretation  of  the  so- 
called  "commodity  clause"  of  the  Interstate  Commerce 
Act  this  arrangement  was  declared  to  be  perfectly  legal. 
It  follows,  therefore,  that  the  stockholders  of  the  hard 
coal  railroads  are  indirectly  the  owners  of  the  companies 
engaged  in  mining  anthracite  coal.  In  the  bituminous 
field  the  same  situation  exists  in  a  different  form. 
Formerly  there  was  a  large  number  of  bituminous  coal 
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operators,  some  of  them  individuals  and  others  corpora- 
tions. This  condition,  however,  has  been  radically 
changed  in  the  last  decade.  Large  combinations  have 
been  formed  taking  over  the  smaller  properties,  so  that 
at  the  present  time,  about  twenty  companies  control 
the  major  portion  of  this  business.  The  securities  of 
these  companies  are  not  generally  owned  by  the  rail- 
roads. They  are,  however,  held  by  a  few  strong  inter- 
ests, making  the  companies  close  corporations.  As  a 
consequence  the  ordinary  investor  finds  a  very  small 
supply  of  high  grade  coal  stocks  offered  to  him. 

Some  of  the  bituminous  coal  companies  have  offered 
to  investors  bonds  representing  fu*st  liens  upon  their 
property.  These  bonds  are  secured  by  mortgages  on 
the  coal  lands  and  the  collieries  located  thereon.  They 
are  really  bonds  secured  by  real  estate  mortgages  upon 
mineral  deposits.  An  interesting  feature  concerning 
these  bonds  is  the  sinking  fund  provisions,  providing  for 
their  retirement  with  the  exhaustion  of  the  coal  supply. 
The  security  for  the  bond  is,  of  course,  constantly 
diminishing  as  the  coal  is  mined.  As  a  consequence  the 
bondholder  demands  protection  which  is  given  to  him 
usually  in  the  form  of  a  fixed  sum,  as,  for  example,  five 
cents  per  ton  mined,  which  must  be  applied  to  the  ex- 
tinguishment of  the  bonded  debt. 

In  order  to  find  a  market  for  these  bonds,  it  is 
necessary  for  the  coal  companies  to  make  engineering 
investigations  to  ascertain  the  exact  amount  of  coal 
covered  by  the  mortgage.  No  wise  person  would  buy 
a  bond  secured  by  a  mortgage  on  ground  supposed 
though  not  known  to  contain  coal.  He  knows,  of 
course,  that  at  certain  points  over  this  immense  tract  of 
several  thousand  acres,  coal  is  being  dug,  but  he  has 
no  assurance  that  these  are  not  isolated  spots  and  that 
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the  major  portion  of  the  tract  is  not  absolutely  barren 
of  coal  deposits.  He  must  be  sure  there  is  sufficient 
coal  underlying  the  ground  to  secure  amply  the  sum 
which  he  is  lending  to  the  corporation.  In  order  to 
give  him  this  assurance  the  coal  companies  have  borings 
made  at  regular  intervals  over  the  entire  property. 
They  can  thus  ascertain  the  thickness  of  the  coal  vein 
and  its  relative  depth  below  the  ground.  From  this 
data  engineers  can  roughly  estimate  the  amount  of  coal 
which  should  underlie  the  tract.  The  coal  companies 
are  practically  the  only  mining  corporations  which  is- 
sue bonds  to  any  extent. 

228.  Copper,  gold  and  silver  stocks, — Although, 
strictly  speaking,  stocks  of  coal  and  iron  mining  com- 
panies are  mining  securities,  one  does  not  usually  think 
of  them  when  using  that  term.  By  mining  stocks  we 
commonly  mean  those  of  copper,  gold,  silver  and  lead 
companies.  In  a  general  way  the  same  considerations 
apply  to  all  of  these. 

The  mining  business  is  one  in  which  the  small  pro- 
ducer has  but  very  little  opportunity  of  success.  Every 
technical  improvement  increases  the  outlay  required  for 
the  construction  of  a  modern  plant.  Where  $50,000 
used  to  be  sufficient,  five  times  that  sum  is  now  required, 
with  the  result  that  it  is  only  the  companies  with 
financial  strength  which  can  build  properly  equipped 
plants.  In  order  to  warrant  such  a  large  investment 
it  is  necessary  that  the  corporation  shall  own  a  large 
amount  of  ore  land,  insuring  a  sufficient  supply  to  keep 
the  plant  busy  for  many  years. 

The  great  difficulty  concerning  copper  mining,  as 
with  most  other  ventures  of  this  kind,  is  the  liability 
to  sudden  disaster  through  the  exhaustion  of  the  de- 
posit.    The  company  may  have  a  large  mine  which  has 
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been  worked  for  a  number  of  years  with  great  profit- 
ableness and  suddenly  the  ore  runs  out  or  the  vein 
decreases  in  value  so  that  further  profitable  operation 
is  out  of  the  question.  If  this  happens,  the  investment 
in  the  expensive  plant  is  practically  lost,  for  the  ma- 
chinery is  worth  little  above  the  price  of  scrap  iron. 
To  avoid  this  disaster  the  more  conservative  companies 
develop  their  workings  in  advance  of  their  immediate 
necessities.  That  is  to  say,  they  run  tunnels  and  leads 
into  the  veins  to  ascertain  how  much  ore  is  in  sight. 
This  blocking  out  process  enables  them  to  assure  their 
stockholders  that  there  is  at  least  a  certain  amount 
of  raw  material  in  prospect.  It  is  obvious  that  if  this 
process  is  carried  far  enough  the  company  should  be 
able  to  assure  its  owners  positively  that  there  is  enough 
ore  in  sight  to  warrant  its  successful  operation  for  a 
long  period  of  time.  This  scheme  of  blocking  out  is 
followed  most  extensively  by  the  gold  mining  com- 
panies. 

The  transvaal  companies  in  South  Africa  have,  in 
many  cases  blocked  out  sufficient  ore  to  insure  the 
repayment  of  the  original  investment  many  times  over. 
Where  this  has  been  done,  and  the  investor,  therefore, 
has  positive  assurance  that  there  is  a  large  amount  of 
ore  actually  in  the  possession  of  his  company,  mining 
stock  may  become  almost  as  safe  as  any  other  form  of 
investment. 

229.  Importance  of  a  sinking  fund, — It  is  important 
to  remember  in  connection  with  mining  investments 
that  unless  some  provision  is  made  for  the  perpetua- 
tion of  the  assets  of  the  company,  the  stockholder  of  a 
mining  company  should  expect  dividends  much  above 
the  average,  for  he  is  not  only  receiving  in  reality  a 
return  upon  his  investment  but  is  getting  his  original 
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principal  back  in  the  form  of  annual  installments. 
Thus  if  6  per  cent  is  a  fair  rate  of  return,  the  investor 
should  get  at  least  10  or  12  per  cent  upon  his  money, 
for  it  is  likely  that  in  fifteen  or  twenty  years  his  mine 
will  have  become  exhausted.  If  he  has  not,  therefore, 
laid  by  at  least  one-half  of  his  annual  dividend  checks, 
he  finds  that  he  has  in  reality  spent  his  principal  as 
well  as  his  interest.  Some  corporations,  especially  in 
Europe,  guard  against  this  contingency  by  setting  aside 
a  depreciation  fund,  intended  to  offset  the  loss  in  value 
of  their  property  through  its  operation.  This  deprecia- 
tion fund  can  either  be  allowed  to  accumulate  until  the 
termination  of  the  company's  business  and  then  returned 
to  the  stockholder,  or  a  distribution  can  be  made  in  the 
shape  of  extra  dividends,  from  time  to  time.  Some  of 
the  large  coal  companies  adopt  the  policy  of  using  their 
depreciation  fund  to  purchase  new  deposits.  If  this 
plan  is  properly  carried  out  it  will  mean  that  such 
corporations  will  have  a  stock  of  unmined  coal  always 
equal  to  the  amount  which  they  owned  at  the  time  of 
beginning  business.  Such  provisions  for  the  preserva- 
tion of  the  coal  or  ore  supply  by  new  purchases  is  the 
exception  rather  than  the  rule.  It  is  also  true  that 
most  companies  neglect  to  block  out  their  ore  deposits 
and  drive  ahead,  heedless  of  the  future,  and  with  no 
assurance  that  at  any  time  their  business  may  not  be 
suddenly  snuffed  out.  The  man  who  places  his  money 
in  the  securities  of  such  companies  is  really  buying  a 
lottery  ticket  for  he  is  gambling  upon  the  unknown. 
It  is  unfortunately  true  that  the  American  people — 
in  fact  the  people  of  almost  every  nation — seem  to 
find  a  peculiar  fascination  in  mining  stocks.  In  boom 
times  many  millions  of  dollars  are  annually  fooled 
away  in  the  purchase  of  worthless  securities  of  this 
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class.  As  a  general  proposition  it  may  be  said  that 
with  the  exception  of  companies  which  follow  the  con- 
servative methods  already  described  or  those  somewhat 
similar,  the  ordinary  man  should  strictly  avoid  all  min- 
ing securities. 

230.  Hoover's  tables. — Practical  mining  men  in  this 
country  object  to  the  idea  that  the  company  should 
maintain  its  own  sinking  fund.  Not  only  is  it  difficult 
to  decide  just  how  much  should  be  set  aside  but  it  is 
maintained  that  stockholders  of  the  mining  type  pre- 
fer to  do  their  own  reinvestment.  Unfortunately  many 
purchasers  of  mining  stock  do  not  realize  the  necessity 
of  laying  aside  a  certain  amount  of  each  year's  dividend 
for  sinking  fund  purposes.  The  main  point  is  that 
stockholders  should  realize  that  the  mining  business  is  in 
a  constant  state  of  liquidation,  that  a  portion  of  the  in- 
come is  a  return  of  the  capital  itself.  If  this  fact  is 
appreciated  it  makes  little  difference  whether  the  com- 
pany or  the  investor  maintains  the  sinking  fund. 

If  you  know  the  dividend  rate  on  a  mining  stock 
and  desire  to  find  how  many  years  the  mine  must  pro- 
duce at  its  present  rate  to  return  to  you  the  capital  in- 
vested and  a  fixed  rate  of  interest  on  this  capital,  the 
number  of  years  can  be  ascertained  from  such  tables 
as  are  printed,  for  example,  in  Mr.  Herbert  C. 
Hoover's  work  on  "The  Principles  of  Mining."  In 
other  words,  for  instance,  take  a  stock  which  is  quoted  as 
selling  at  $9  and  is  paying  $2  in  dividends,  that  is  22 
per  cent.  By  calculation  you  will  find  that  to  return 
you  your  capital  and  6  per  cent  yearly  on  the  investment, 
the  mine  should  be  capable  of  keeping  up  this  rate  of 
production  for  5.7  years  and  if,  for  example,  the  engi- 
neers' reports  show  that  there  are  four  years'  or  even 
three  years'  ore  in  sight,  sufficient  to  produce  this  divi^ 
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dend,  and  that  there  are  prospects  for  ore  in  other  direc- 
tions, either  downward  or  laterally,  then  you  could  af- 
ford to  take  the  risk. 

231.  Prospects  and  developed  mines. — Mining  busi- 
ness from  an  investment  view  is  of  two  sorts,  prospect- 
ing ventures  and  developed  mines;  that  is,  mines  where 
little  or  no  ore  is  exposed  and  mines  where  a  definite 
quantity  of  ore  is  known  to  exist.  All  mines  must  pass 
through  the  prospecting  stage  and  the  Aladdin  profits 
of  mining  come  to  those  who  buy  a  successful  prospect. 
But  the  actual  industry  of  metal  production  is  based 
on  developed  mines  and  it  is  these  alone  which  the  non- 
professional investor  should  buy  into.  In  fact  the  non- 
professional investor  who  buys  a  prospect  is  no  less  than 
an  ass  and  the  reasons  therefor  can  be  gathered  from  the 
following  statement  made  by  Daniel  Guggenheim, 
President  of  the  American  Smelting  &  Refining  Co.: 

Even  where  there  are  undoubtedly  surface  indications  of  ore 
values,  it  should  be  borne  in  mind  that  1  in  300  is  a  conservative 
estimate  of  the  proportion  of  prospects  that  eventually  fulfill 
their  promise.  The  299  failures  are  forgotten  in  the  one  suc- 
cess, and  that  one  is  made  the  bait  with  which  the  public  is 
tempted  to  300  more  ventures. 

232.  Ore  in  sight, — Once  the  investor  has  learned  to 
leave  prospects  to  the  rich  capitalist  or  the  reckless  spec- 
ulator, he  must  next  turn  his  attention  to  the  amount  of 
ore  actually  in  sight.  It  is  the  profit  in  sight  which  is 
the  only  real  guarantee  or  root  value  of  a  mining  in- 
vestment. The  future  is  always  intangible.  What 
value  to  assign  to  probable  or  possible  ore  admits  of 
no  certainty.  Nevertheless  few  mines  are  priced  at  a 
sum  so  moderate  as  that  represented  by  the  profit  from 
the  ore  in  sight  or  blocked  out.    As  a  general  rule,  how- 
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ever,  a  mining  proposition  is  regarded  as  good  if  60 
per  cent  of  its  selling  price  is  represented  by  ore  actu- 
ally in  sight. 

233.  Mining  risks, — Investors  should  remember  that 
all  mines  become  completely  exhausted  at  some  point 
in  depth.  Not  over  6  per  cent  of  mines  that  have  yielded 
profits  ever  made  them  from  ore  taken  below  2,000  feet. 
The  majority  of  dividend  paying  mines  have  died  above 
500  feet.  If  investment  in  mines  be  spread  over  ten 
or  more  different  cases  the  risk  of  giving  out  at  a  short 
depth  is  of  course  lessened.  Distribution  is  an  excel- 
lent principle  in  mining,  and  indeed  the  average  investor, 
who  should  never  think  of  buying  into  a  prospect  di- 
rectly, might  do  so  indirectly  with  a  fair  degree  of 
safety  if  he  buys  the  stock  of  a  large  development  com- 
pany which  owns  a  number  of  prospects  as  well  as  de- 
veloped mines. 

Unfortunately  the  value  of  mining  stocks  depends 
not  only  on  the  pecuhar  conditions  incident  to  each  mine 
but  also  on  the  fluctuations  in  the  price  of  metals.  This 
is  not  so  true  of  gold  mines  but  is  an  important  factor 
to  be  reckoned  with  in  the  case  of  copper  and  silver 
properties.  The  difficulty,  however,  is  not  as  great  as 
it  first  appears.  It  is  all  a  question  of  knowing  whether 
a  mine  can  make  a  profit  at  the  minimum  price  for 
metals.  Copper  in  recent  years  has  sold  all  the  way 
from  11  to  25  cents  a  pound.  Many  mines  which  can- 
not operate  at  a  profit  at  11  cents  make  fabulous  profits 
at  the  higher  prices,  but  are  forced  out  of  business  when 
prices  fall.  The  investor  simply  should  not  touch  a 
mine  which  cannot  profitably  operate  at  close  to  the 
minimum  figure.  The  average  cost  of  producing  cop- 
per is  about  10  cents  a  pound,  the  lowest  cost  being 
7^  and  the  highest  12%.     The  course  of  metal  prices 
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can  rarely  be  foretold,  but  the  risk  is  simply  a  question 
of  how  conservative  a  figure  is  used  in  estimating  prices. 
It  can  be  eliminated  altogether  if  a  price  low  enough  is 
taken. 

Mining  stocks  enjoy  certain  advantages  over  many 
other  classes  of  securities.  Mines  are  not  monopolies 
and  are  free  from  hindering  legislation.  The  price  of 
metals  does  not  vary  more  than  the  prices  of  many 
manufactured  products.  Competition  plays  but  little 
part  and  success  does  not  depend  especially  upon  the 
ability  of  the  founder  or  manager.  Finally,  the  spec- 
ulative value  of  good  will,  which  enters  so  largely  into 
industrial  stocks,  is  fully  as  great  a  risk  as  prospective 
value  in  mines. 

^  234.  Mining  reports, — Except  in  a  few  rare  cases 
mining  companies  do  not  supply  sufficient  information 
to  their  stockholders.  But  during  the  last  few  years 
great  progress  has  been  made  in  this  direction  and  at 
the  present  time  the  average  mining  investor  knows  bet- 
ter than  ever  before  what  information  to  demand. 

The  Mining  and  Metallurgical  Society  of  America 
has  recently  discussed  the  question  of  what  information 
a  mining  company  should  give  its  stockholders  each 
year,  and  it  was  finally  decided  that  its  annual  report 
should  embody  the  following  things: 

1.  Details  as  to  the  capitalization  of  the  company; 
the  number  and  classes  of  shares  outstanding  at  the 
date  of  the  report ;  the  respective  rights  of  these  shares ; 
the  number  of  shares  remaining  in  the  treasury;  any 
options  or  contracts  on  such  shares ;  any  bonded  indebt- 
edness. 

2.  A  brief  review  of  the  past  history  of  the  property, 
the  work  accomplished  and  the  results  obtained,  with 
tabulated  statement  of  expenditures  and  receipts  from 
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the  beginning,  marketable  products  made  each  year,  and 
the  sums  received  from  the  sale  of  same,  the  annual 
net  earnings  and  the  disposition  made  of  such  earnings. 

3.  A  similar  review  but  in  more  detail,  of  the  work  of 
the  year,  with  statements  of  the  assets  and  liabilities,  re- 
ceipts and  disbursements,  cost  sheet  and  other  informa- 
tion as  to  work  accomplished  and  results  obtained. 

4.  A  statement  of  ore  reserves  at  the  date  of  the  re- 
port, compared  with  the  reserve  of  the  previous  year, 
with  an  estimate  by  competent  authority,  of  the  prob- 
able life  of  the  mine. 

235.  John  Hays  Hammond's  ''Don'ts'\ — The  follow- 
ing rules  are  those  of  John  Hays  Hammond,  one  of  the 
best  known  and  most  successful  mining  engineers  in 
the  world. 

First. — ^Don't  invest  your  money  in  a  mining  property  sim- 
ply because  of  the  fact  that  a  friend  of  yours  (even  if  he  a 
blood  relation)  became  rich  through  a  fortunate  investment 
made  in  a  mining  stock. 

Second. — Don't,  on  the  other  hand,  be  deterred  from  investing 
in  a  mining  property  because  another  less  fortunate  friend  be- 
came bankrupt  through  some  other  mining  investment. 

Third. — Don't  allow  any  insinuating,  slick,  dishonest,  not  to 
employ  the  short  and  uglier  word,  promoter,  or  so  called  stock 
broker,  to  overcome  your  natural  modesty  and  convince  you  that, 
because  you  have  been  successful  in  your  own  line  of  business, 
you  yourself  are  competent  to  determine  the  value  of  a  mine. 
Many  men  of  business  ability  in  their  own  lines  have  made  trips 
of  self-deception  to  see  for  themselves  that  which  existed  only  in 
their  imaginations.     "Shoemaker,  stick  to  your  last." 

Fourth. — Don't  be  influenced  in  your  desire  to  purchase  min- 
ing stock  by  the  rich  specimens  that  the  mines  have  produced, 
even  though  you  yourself  have  seen  such  specimens  in  the  mines. 
Specimen  rock  of  this  kind  is  no  criterion  of  the  average  grade 
of  the  ore  upon  which  the  success  of  the  mine  depends.     I  re- 
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member  the  story  of  old  John  Cashweiler,  a  well-known  mining 
capitalist  of  his  day,  when  he  was  asked  his  opinion  on  the  value 
of  a  property  from  which  very  rich  specimens  of  ore  were  shown 
him.  "You  might  as  well  show  me  the  hair  from  the  tail  of  a 
horse,"  said  Cashweiler,  "and  then  ask  me  how  fast  the  horse 
can  trot.'* 

Fifth. — Do  not  buy  stock  in  a  mine  because  it  has  produced  a 
profit  of  millions  of  dollars  in  the  past,  for  the  mine  is  obviously 
so  much  poorer  for  the  millions  already  abstracted. 

Sixth. — Do  not  buy  stock  in  a  mine  solely  because  it  is  in  a 
far-off  country,  even  though  distance  lends  enchantment  to  the 
view. 

Seventh. — Don't  buy  stock  in  a  mining  company  simply  be- 
cause of  the  fact  that  it  adjoins  another  mine  of  great  value. 
That  may  be  interesting,  but  it  is  not  conclusive  as  to  the  value 
of  the  mine  in  question. 

Eighth. — Above  all,  don't  buy  shares  in  a  mine  unless  you 
have  the  unqualifiedly  favorable  report  made  by  a  mining  expert 
of  known  integrity,  ability  and  experience,  and  one  who  has 
made  a  success  in  investment  of  money  for  his  clients.  An  engi- 
neer may  have  the  best  obtainable  technical  training,  supple- 
mented by  considerable  practical  experience,  and  yet  lack  the  cer- 
tain qualifications  in  his  professional  make-up  that  determine 
success  or  failure. 

Ninth. — Don't  buy  stock  in  a  mine  unless  you  are  sure  that 
the  board  of  directors  are  honest  and  competent,  because  good 
management  is  just  as  essential  to  success  in  mining  as  it  is  in 
other  enterprises.  In  the  early  days  of  mining  in  the  Trans- 
vaal, the  ignorance  of  the  boards  of  directors  of  mining  com- 
panies was  indeed  lamentable,  though  sometimes  comical.  A 
well-authenticated  story  is  told  of  a  certain  board  of  directors 
in  London,  to  whom  the  manager  had  cabled,  telling  them  of 
the  necessity  of  having  another  mining  shaft  upon  the  property, 
as  the  old  one  was  out  of  repair  and  dangerous.  They  cabled 
in  return  to  the  manager  to  endeavor  to  find  a  second-hand  one. 

Tenth. — In  short,  don't  abandon  all  your  good  common  sense 
just  because  the  investment  happens  to  be  one  in  mining  and  not 
in  some  other  class  of  industrial  securities. 


CHAPTER  XXV 

IRRIGATION  BONDS 

236.  Irrigation  in  the  United  States. — Irrigation  is 
not  new;  in  fact,  the  principle  of  the  reclamation  of 
arid  lands  by  the  application,  by  artificial  means,  of 
water  running  to  waste  is  about  as  old  as  civilization 
itself. 

It  was  not  until  only  a  comparatively  few  years  ago, 
however,  that  the  particular  feature  of  economic  de- 
velopment involved  in  irrigation  was  brought  to  the  im- 
mediate attention  of  the  investor. 

Anyone  who  has  studied  carefully  the  remarkable 
growth  of  the  United  States,  noting  each  of  the  dis- 
tinctive changes  that  took  place  as  the  population  rap- 
idly increased  and  the  frontier  was  pushed  farther  and 
farther  west,  until  it  was  obliterated  completely,  can 
scarcely  have  failed  to  be  impressed  with  the  changes 
in  agricultural  methods,  accompanying  the  final  settle- 
ment of  the  country's  fertile  lands — the  slow,  but  none 
the  less  certain,  transition  from  extensive  to  intensive 
farming.  To  one  who  had  made  these  observations,  it 
must  have  been  obvious  that,  sooner  or  later,  the  farmer 
would  turn  to  a  study  of  the  agricultural  possibilities 
in  the  arid  lands,  which  had  hitherto  been  found  un- 
profitable to  improve  and  cultivate — ^to  which,  in  fact, 
necessity  had  not,  in  the  earlier  days  of  the  country's 
development,  called  attention. 

In  the  realization  of  these  possibilities,  irrigation 
bonds,  as  the  investor  of  to-day  knows  them,  had  their 
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origin.  Within  the  last  five  years  millions  of  dollars 
par  value  of  this  peculiar  type  of  security  have  been  dis- 
tributed to  the  public  through  numerous  special  agencies, 
scattered  from  the  Atlantic  to  the  Pacific. 

237.  Three  classes  of  bonds, — Irrigation  bonds  may, 
broadly  speaking,  be  divided  into  three  special  classes, 
viz.  (1)  municipal  district  irrigation  bonds ;  (2)  corpor- 
ation "Carey  Act"  bonds;  and  (3)  private  corporation 
bonds.  It  will  be  well  to  remember  that  neither  of  these 
three  classes  of  bonds  can  be  issued,  except  in  conformity 
with  the  laws  of  the  several  states  but  such  laws  vary 
widely,  imparting  different  degrees  of  security  to  the 
bonds  issued  under  them. 

238.  Municipal  district  irrigation  bonds. — Those 
which  were  among  the  first  to  find  their  way  into  the 
hands  of  the  general  investing  public,  were  of  the 
municipal  district  type.  The  method  of  issuing  these 
may  be  described  as  follows:  whenever  the  majority  of 
the  resident  freeholders,  owning  lands  in  any  district, 
desire  to  provide  for  the  irrigation  of  these  lands,  they 
may  propose  the  organization  of  an  irrigation  district, 
and  must  petition  the  board  of  county  commissioners 
for  permission  so  to  organize,  asking  the  commissioners 
to  establish  the  boundaries  of  the  proposed  district. 
Upon  formal  organization,  which  must  be  ratified  by 
a  majority  of  all  legal  electors  in  the  district,  and  upon 
the  choice  of  the  necessary  directors,  bonds  may  be  voted 
and  issued  for  the  construction  of  the  irrigation  system, 
the  laws  of  most  states  providing  that  bonds  so  issued 
and  the  interest  thereon,  shall  be  paid  by  revenue  derived 
from  annual  assessment  on  the  real  property  of  the  dis- 
trict. 

239.  Carey  Act  bonds, — In  1894,  the  national  "Carey 
Act"  was  passed  by  Congress,  in  order  to  encourage 
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further  the  reclamation  of  arid  lands  by  state  or  private 
enterprise.  This  law  gave  to  each  state  the  right  to 
select  one  million  acres  of  land  within  its  borders  and 
to  control  the  irrigation  and  cultivation  of  such  land. 
It  was  provided  that  the  state  should  effect  the  sale 
of  the  lands  to  bona  fide  settlers  in  tracts  not  to  exceed 
one  hundred  and  sixty  acres  to  any  one  person. 

Following  the  passage  of  this  act,  the  states  quickly 
passed  bills  enabling  them  to  take  advantage  of  the 
Federal  statute.  Most  of  these  bills  authorized  state 
officials  to  receive  and  pass  upon  requests  of  *'any  per- 
son, company  of  persons,  association,  or  incorporated 
company"  desiring  to  construct  irrigation  systems,  pro- 
vision being  also  made  that  the  engineering  plans  should 
be  passed  upon  by  state  agents,  and  that  completed 
works  should  be  subject  to  state  inspection.  Here,  how- 
ever, the  state's  responsibihty  in  the  premises  should 
cease. 

Bonds  issued  under  the  general  provisions  of  this 
act  are  secured  upon  purchase  money  mortgages  given 
by  the  settlers  of  the  land,  together  with  their  water 
rights,  and  in  addition  to  such  security  as  there  may 
be  in  the  irrigation  system  itself. 

240.  Private  corporation  bonds, — Private  corporation 
irrigation  bonds  are  merely  what  the  phrase,  itself,  im- 
plies. They  are  issued  for  the  construction  of  irrigation 
systems  on  lands  privately  owned,  and,  as  in  the  case  of 
the  "Carey  Act"  bonds,  have  for  their  security  the  mort- 
gages given  by  settlers  on  purchased  land,  the  appur- 
tenant water  rights,  and  the  property  of  the  corporation. 

241.  Irrigation  bonds  as  investments. — With  this  gen- 
eral description  of  how  the  three  classes  of  irrigation 
bonds  are  issued,  we  may  proceed  with  an  attempt  to 
give  these  bonds  their  proper  ranking  among  the  al- 
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most  innumerable  types  of  investment  securities.  Pos- 
sibly, some  of  the  essential  details,  which  govern  the 
safety  of  principal  and  certainty  of  interest  of  irriga- 
tion bonds  may  have  already  suggested  themselves  to 
the  reader.     The  most  important  of  these  are: 

(1)  Quantity  of  water  available  and  the  rights  se- 
curing it. 

(2)  Character  and  fertility  of  the  soil. 

(3)  Location  and  elevation  of  the  land. 

(4)  Character  of  the  crops. 

(5)  Transportation  facilities  and  markets. 

The  prospective  investor  in  irrigation  securities  should 
take  all  of  these  details  under  careful  consideration,  re- 
membering, of  course,  the  real  essential,  that  the  lands 
which  are  the  direct  security  behind  the  bonds,  are  desert 
lands  and  remain  so  until  the  delivery  of  the  water  has 
been  actually  accomplished,  and  that  even  then  the 
soil  is  not  of  value  until  it  is  under  the  control  of  the 
farmer. 

To  the  writer,  the  statement  just  preceding  seems  to 
justify  the  classification  of  irrigation  bonds  in  that  gen- 
eral grade  of  obligations,  based  upon  industrial  enter- 
prise, in  which  the  element  of  risk  is  always  one  of  the 
factors  distinguishing  such  obligations  from  those  prop- 
erly to  be  considered  outside  the  realm  of  speculative 
purchases;  in  other  words,  those  primarily  based  upon 
original  and  tangible  values. 

242.  Their  value  at  first  potential. — This  is  to  suggest 
that  irrigation  bonds  at  the  time  of  their  issuance  and 
sale,  are,  except  in  few  instances,  possessed  of  little  more 
than  potentialities.  In  this  respect,  they  may  be  likened 
to  the  construction  issues,  made  in  the  early  days  of 
railroad  finance.  A  large  percentage  of  these  one-time 
construction  bonds,  as  all  investors  know,  "made  good," 


333  INVESTMENT  AND  SPECULATION 

acquiring  constantly  increasing  value,  as  the  prop- 
erties on  which  they  were  based  developed  their  traffic 
and  established  permanent  earning  capacity.  There 
are  still  outstanding  many  of  such  bonds  which,  origin- 
ally floated  on  a  basis  of  6  and  7  per  cent,  cannot  now  be 
had  on  a  basis  of  better  than  4  per  cent.  On  the  other 
hand,  there  were  many  failures,  heavy  losses  following 
the  exploitation  of  projects  of  doubtful  character,  which 
in  reality  had  little  more  to  commend  themselves  to  the 
attention  of  investors  than  the  reputation  of  contempor- 
aneous projects  of  undoubted  promise.  Such  has  been 
the  history  of  irrigation  finance.  There  have  been 
very  good  irrigation  bonds,  and  there  have  been  very 
bad  ones. 

243.  Presumption  favors  municipal  district  bonds, — ■■ 
When  it  comes,  however,  to  answering  the  question,  in 
what  one  of  the  three  classes  of  irrigation  bonds,  above 
described,  the  likely  successes  are  to  be  found,  the 
critic's  task  is  a  difficult  one.  Presumption  is  probably 
in  favor  of  municipal  district  bonds,  although  the  in- 
vestor should  not,  by  any  means,  accept,  without  qual- 
ification, the  statement  frequently  made  by  those  who 
have  such  bonds  for  sale,  that  they  are  surrounded  by 
the  same  safeguards  as  municipal  bonds,  as  they  are 
ordinarily  known.  Sight  should  not  be  lost  of  the 
fact  that,  even  in  the  case  of  municipal  district  proj- 
ects, the  lands,  which  in  the  last  analysis  constitute  the 
security  for  the  bonds,  are  partly,  if  not  entirely,  arid 
and  unimproved;  that,  if  the  project  fails,  through  any 
one  of  the  possible  contingencies,  such  as  engineering 
difficulties,  or  failure  of  the  farmers  to  get  control  of 
the  soil,  and  the  farmers  are  compelled  to  give  up  their 
lands  by  reason  of  failure  to  pay  taxes,  they  in  reality 
lose  nothing  of  any  particular  value,  upon  which  the 
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bondholders  could  realize  the  amount  of  their  invested 
principal. 

The  higher  grade  municipal  district  bonds  have  been 
issued  with  due  regard  to  the  assessed  valuation  and 
tax-paying  ability  of  the  districts,  but  there  are  in- 
stances on  record  where  little,  if  any,  consideration 
seems  to  have  been  given  to  these  essentials. 

244.  "Carey  Acf"  bonds  not  guaranteed  hy  the  gov- 
ernment,— A  point  to  be  emphasized  regarding  "Carey 
Act"  bonds  is  that,  contrary  to  the  impression,  which 
many  investors  appear  to  have  gained,  they  do  not  in 
any  sense  bear  the  stamp  of  approval  of  the  United 
States  Government.  It  is  true  that  certain  State  offi- 
cial responsibility  attaches  to  issues  made  under  the 
provisions  of  this  law,  but  it  is  almost  needless  to  say 
that  in  most  cases  of  difficulty,  bondholders  would  find 
themselves  with  little,  if  any,  recourse  to  such  officials. 

245.  Importance  of  personal  equation, — As  for  pri- 
vate corporation  bonds,  their  possibilities  will  almost 
always  be  governed  entirely  by  the  personal  equation — 
the  character  of  the  men  behind  the  enterprise,  and  the 
question  as  to  whether  they  are  financially  strong 
enough  to  stand  the  cost  of  whatever  engineering  diffi- 
culties or  other  natural  obstacles  may  be  encountered, 
and  to  see  the  project  through  to  a  successful  issue. 
It  is  perhaps  natural  that  in  the  field  of  private  cor- 
poration bonds,  where  it  is  possible  to  create  such  issues 
without  any  of  the  restrictions  placed  upon  the  creation 
of  either  of  the  other  two  classes,  that  the  unscrupulous 
promoter  should  have  made  his  appearance  to  a  greater 
extent.  However,  the  consideration  of  financial  ability 
may  be  said  to  apply  as  well  to  bonds  of  the  municipal 
district  or  "Carey  Act"  type.  In  connection  with  all 
three,  moreover,  the  judgment,  experience  and  stand- 
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ing  of  the  bankers  offering  the  bonds  for  sale,  are  fac- 
tors, which  all  critics  insist  should  be  first  investigated 
by  the  prospective  investor,  since  it  is  usually  imprac- 
ticable for  him  to  make  an  adequately  thorough  per- 
sonal investigation  of  the  property  on  which  the  bonds 
are  secured. 

In  conclusion,  it  may  be  said  that  the  merits  of  irri- 
gation, as  such,  have  been  abundantly  demonstrated  in 
many  of  the  Western  states.  The  United  States  Gov- 
ernment has  recognized  in  a  most  practical  way  the 
possibilities  and  importance  of  it,  by  initiating  through 
the  Reclamation  Service,  projects  for  the  irrigation  of 
over  three  million  acres  of  land  at  an  estimated  cost  of 
$120,000,000,  of  which  some  $48,000,000  has  already 
been  expended. 

For  the  better  variety  of  irrigation  bonds,  especially 
those  secured  on  ditches,  canals,  dams  and  reservoirs, 
already  constructed  and  by  settlers'  property  already 
in  fruitful  production,  there  should  be  an  ever  ready 
and  continually  broadening  market. 


CHAPTER  XXVI 

HOW  TO  INVEST  WISELY 

246.  Savings  hank  lofws, — Savings  banks  in  several 
states  are  closely  restricted  by  law  as  to  the  character 
of  their  investments  and  so  strict  are  these  laws  that  a 
bond  which  meets  the  requirement  attains  to  the  highest 
standard  of  safety.  It  may  not  be  wise  in  all  cases  for 
an  individual  to  pay  dearly  for  extreme  safety  (for  it 
must  be  remembered  that  every  quality  which  an  invest- 
ment possesses  is  paid  for) ,  but  every  individual  investor 
and  especially  those  who  have  trust  funds  in  their  pos- 
session should  thoroughly  understand  the  high  stand- 
ards set  by  the  savings  bank  laws.  In  several  states 
the  savings  banks  are  of  the  mutual  type,  that  is,  they 
are  conducted  solely  in  the  interests  of  the  depositor, 
there  being  no  capital  stock.  In  other  words,  the 
banks  are  philanthropic  institutions  to  encourage  sav- 
ing and  the  laws  framed  for  their  guidance  can  be 
thoroughly  rehed  upon  as  a  guide  to  absolute  safety 
of  investment.  The  states  which  have  savings  bank 
laws  are  increasing  in  number  each  year,  many  of  the 
western  states  having  just  adopted  such  laws.  The 
laws  of  New  York,  Massachusets  and  Connecticut  are 
so  strict,  however,  that  they  may  be  taken  as  most 
typical  of  the  highest  standard  of  safety.  The  laws  of 
Massachusetts  and  New  York  differ  only  in  detail  and 
therefore,  those  of  New  York,  which  will  be  discussed 
in  this  place,  can  be  taken  as  representative  of  the  high- 
est standards. 
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The  New  York  law  permits  investment  in  United 
States  and  state  bonds  and  in  bonds  of  cities  and  towns 
in  New  York  state.  Bonds  of  towns  outside  the  state 
are  permitted  where  the  population  is  at  least  45,000, 
where  the  municipality  has  been  incorporated  for  at 
least  twenty-five  years  and  the  state  admitted  to  the 
Union  prior  to  1896.  Savings  banks  may  also  invest 
in  mortgages  of  a  certain  class  but  not  more  than  65 
per  cent  of  the  deposits  shall  be  loaned  on  mortgage. 
The  only  other  investments  permitted  are  railroad 
bonds  which  fulfill  certain  requirements,  and  no  bank 
is  allowed  to  invest  more  than  25  per  cent  of  its  assets 
in  railroad  bonds  and  not  more  than  5  per  cent  in  the 
bonds  of  any  one  road  if  that  road  is  in  another  state 
or  more  than  10  per  cent  if  it  is  in  New  York.  No 
investment  in  a  foreign  railroad  is  allowed.  Bonds  of 
domestic  railroads  which  meet  with  the  following  pro- 
visions are  permitted: 

1.  The  company  must  own  not  less  than  500  miles  of 
road  within  the  United  States.  This  is  a  road  of  fair 
size,  and  this  provision  was  put  in  to  keep  out  of  the 
banks  securities  of  small  properties.  Bonds  of  such 
roads  can  be  purchased  providing  continuous  dividends 
have  been  paid  for  the  last  B.ve  years  of  at  least  4  per 
cent,  and  the  interest  and  principal  of  mortgages  and 
other  indebtedness  has  been  paid  punctually. 

2.  The  gross  earnings  for  the  five  preceding  years 
shall  have  been  not  less  than  five  times  the  interest 
on  the  entire  outstanding  indebtedness.  That  is,  if  a 
road  has  an  income  of  $1,000,000,  one  fifth  of  that 
would  be  $200,000;  so  that  even  if  80  per  cent,  or 
$800,000,  was  used  for  operating  expenses — which 
would  be  a  pretty  high  percentage — the  surplus  would 
still  be  suflicient  to  pay  the  interest. 
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3.  The  mortgage  security  issued,  must  be  a  first 
mortgage  on  not  less  than  75  per  cent  of  the  road's 
mileage,  or  a  refunding  mortgage  issued  to  redeem 
all  prior  liens  covering  at  least  75  per  cent  of  the  road, 
and  such  bonds  shall  not  be  bought  if  the  mortgage  of 
the  authorized  issue,  together  with  the  outstanding 
prior  debts,  shall  equal  three  times  the  capital  stock. 
This  is  to  prevent  investments  in  the  mortgage  of  a 
railroad  or  branch  that  is  not  profitable. 

4.  Refunding  mortgage  bonds  secured  by  the  entire 
property  of  the  road  may  be  purchased  under  certain 
circumstances.  They  may  not  be  bought  if  the  author- 
ized issue  exceeds  three  times  the  capital  stock  of  the 
road.  This  goes  back  to  the  question  of  dividends: 
Suppose  the  bonded  debt  is  very  large  and  the  capital 
stock  very  small,  the  fact  that  a  4  per  cent  dividend  has 
been  paid  for  five  years  would  have  very  little  signifi- 
cance in  determining  the  past  earning  history  of  the 
road.  The  refunding  mortgage  must  cover  at  least 
25  per  cent  more  mileage  than  any  of  the  prior  mort- 
gages to  be  refunded. 

5.  If  the  road  owns  less  than  500  miles  of  road,  but 
has  gross  earnings  over  $10,000,000  and  otherwise  meets 
the  requirements,  the  bonds  may  be  purchased. 

6.  If  bonds  are  reserved  to  refund  bonds  of  a  subsid- 
iary corporation,  they  may  be  bought  if  guaranteed  by 
endorsement  of  the  parent  company. 

247.  Investment  of  trust  funds, — The  standards 
adopted  in  the  investment  of  trust  funds  are  of  value 
as  a  guide  to  individual  investment  although  as  a  rule 
the  laws  regulating  the  investment  of  trust  funds  are 
not  as  rigid  as  those  governing  the  placement  of  sav- 
ings bank  deposits.  Certain  of  the  eastern  states  have 
the  most  rigid  laws.     Many  men  insert  provisions  in 
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their  wills  by  which  their  trustees,  in  case  the  estate  is 
left  in  trust,  are  given  absolute  discretion  in  the  in- 
vestment of  funds  at  their  disposal.  Where  there  is 
no  direction  in  the  will  the  trustee  is  usually  allowed 
by  the  courts  to  invest  the  money  as  men  of  prudence, 
discretion  and  intelligence  manage  their  own  affairs. 
They  are  expected  to  avoid  speculative  and  untried  se- 
curities but  are  rarely  confined  to  any  one  class  of  bonds 
or  stocks  provided  they  place  the  funds  in  securities  of 
corporations  which  have  a  good  record.  Usually  trus- 
tees are  permitted  to  go  to  the  court  for  instructions 
when  in  doubt. 

In  Maine  the  rule  of  the  Massachusetts  courts  is 
followed:  "All  that  can  be  required  of  a  trustee  to 
invest,  is,  that  he  shall  conduct  himself  faithfully  and 
exercise  a  sound  discretion.  He  is  to  observe  how  men 
of  prudence,  discretion  and  intelligence  manage  their 
own  affairs,  not  in  regard  to  speculation,  but  in  regard 
to  the  permanent  position  of  their  funds,  considering 
the  probable  income  as  well  as  the  probable  safety  of 
the  capital  to  be  invested." 

New  Hampshire  has  perhaps  the  strictest  rule  of 
any  of  the  states.  Investments  made  by  trustees, 
when  not  otherwise  expressly  authorized  and  directed 
by  the  instrument  creating  the  trust,  are  confined  by 
statute  to  the  following  securities: 

1.  Notes  secured  by  mortgages  on  real  estate  at 
least  double  the  value  of  the  notes. 

2.  Deposits  in  Savings  Banks  of  the  State  of  New 
Hampshire. 

3.  Bonds  or  loans  of  the  State  of  New  Hampshire 
or  towns,  cities  or  counties  of  that  State. 

4.  Bonds  of  the  United  States. 

In  Vermont  a  trustee  is  merely  expected  to  use  good 
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faith,  diligence  and  care.  In  Rhode  Island  the  trus- 
tee is  merely  required  to  observe  the  caution  with 
which  prudent  men  manage  their  own  affairs  and  to 
avoid  speculative  and  hazardous  enterprises.  The  Con- 
necticut law  is  more  strict.  If  trustees  do  not  invest 
in  securities  permitted  by  the  savings  bank  laws  they 
must  exercise  the  greatest  care  to  ascertain  that  the 
investment  is  safe  whereas  if  they  confine  their  invest- 
ments to  those  allowed  under  the  savings  bank  laws 
they  are  relieved  of  all  responsibility  except  the  duty 
to  exercise  good  faith  and  common  caution.  New 
York  has  a  strict  law.  Where  the  instrument  creating 
the  trust  does  not  in  express  terms  confer  upon  the 
trustee  discretionary  power  the  only  classes  of  invest- 
ments approved  by  the  courts  are:  United  States 
bonds,  New  York  State  bonds,  bonds  of  towns  and 
cities  in  the  state  and  mortgages  on  unencumbered  real 
estate  within  the  state.  Even  where  trustees  are  given 
discretion  in  the  will  they  must  exercise  good  judg- 
ment as  is  shown  in  Matter  of  Hall,  164  N.  Y.,  196, 
CuUen  j.,  says: 

The  range  of  the  so-called  "legal  securities"  for  the  invest- 
ment of  trust  funds  is  so  narrow  in  this  State  that  a  testator 
may  well  be  disposed  to  grant  to  his  executors  or  trustees  a 
greater  liberty  in  placing  the  funds  of  the  estate.  But  such  a 
discretion  in  the  absence  of  words  in  the  will  giving  greater 
authority  should  not  be  held  to  authorize  investment  of  the 
fund  in  the  new,  speculative  or  hazardous  adventures.  If  the 
trustee  has  invested  in  the  stocks  of  a  railroad,  manufacturing, 
banking  or  even  business  corporation,  which,  by  its  successful 
conduct  for  a  long  period  of  time,  had  achieved  a  standing  in 
commercial  circles  and  acquired  the  confidence  of  investors,  their 
conduct  would  have  been  justified,  although  the  investment 
proved  unsuccessful.     But  the  distinction  between  such  an  in- 
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vestment  and  the  one  before  us  is  very  marked.  Surely  there  is 
a  mean  between  a  government  bond  and  the  stock  of  an  Alaska 
gold  mine,  and  the  fact  that  a  trustee  is  not  limited  to  the  one 
does  not  authorize  him  to  invest  in  the  other. 

In  New  Jersey  the  instrument  creating  the  trust 
may  give  the  trustee  discretion  as  to  the  investments, 
but  the  giving  of  discretionary  power  does  not  absolve 
the  trustee  from  the  duty  of  observing  prudence  and 
caution. 

Where  the  instrument  creating  the  trust  is  silent  as 
to  the  securities  in  which  the  trustee  may  invest,  the 
courts  have  restricted  investment  to  the  following 
classes  of  security: 

1.  Bonds  of  the  United  States. 

2.  Bonds  of  the  State  of  New  Jersey. 

3.  Loans  secured  by  the  mortgages  on  unencumbered 
real  estate  lying  within  the  State  and  worth  at  least 
twice  the  amount  loaned. 

By  statute  the  range  of  securities  has  been  enlarged 
by  permitting  trust  funds  to  be  invested  in  bonds  of 
any  county,  city,  town  or  township  of  the  state  where 
the  total  indebtedness  does  not  exceed  in  the  aggregate 
fifteen  per  centum  of  the  assessed  valuation  of  taxable 
property  within  the  state. 

In  cases  of  doubt  the  trustees  may  apply  to  the  Or- 
phan's Court  for  direction  as  to  investments. 

In  Pennsylvania  when  by  the  instrument  creating 
the  trust  the  investment  of  the  fund  is  committed  to 
the  discretion  of  the  trustee,  his  choice  is  free  provided 
he  exercises  common  skill,  common  prudence  and 
common  caution,  and  he  is  only  answerable  for  unsuc- 
cessful investments  when  he  has  been  guilty  of  supine 
negligence  or  willful  default.  Where  the  classes  of  in- 
ivestments  are  not  designated,  or  the  trustee  is  not  given 
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discretion  by  the  instrument  creating  the  trust,  he 
should  invest  in  United  States  bonds,  or  mortgages 
on  unencumbered  real  estate.  Upon  application  the 
Orphan's  Court  may  make  an  order  directing  the  in- 
vestment of  trust  funds  in  bonds  of  the  United  States, 
or  of  the  State  of  Pennsylvania,  and  also  in  bonds  or 
certificates  of  indebtedness  of  counties,  cities,  school 
districts,  or  municipal  corporations  of  the  State.  The 
Court  may  also  permit  the  investment  of  trust  monies 
in  ground  rents  or  other  real  estate.  The  Constitution 
of  the  State  forbids  the  enactment  of  any  statute  au- 
thorizing trust  funds  to  be  invested  in  stocks  or  bonds 
of  private  corporations. 

248.  Investment  for  individuals, — The  investment  of 
savings  bank  and  trust  monies  constitute  a  valuable 
guide  for  the  individual  investor  but  such  high  stand- 
ards of  safety  as  are  set  by  the  savings  banks  espe- 
cially cannot  always  be  followed  by  an  individual,  par- 
ticularly in  these  days  of  high  living  costs  when  the 
4%  derived  from  a  savings  bank  bond  is  deemed  insuffi- 
cient. Securities  must  always  be  purchased  to  meet 
the  requirements  of  each  individual  case.  Successful 
investment  demands  a  clear  understanding  of  the 
problem  to  be  solved  in  each  instance.  The  president 
of  a  large  manufacturing  company  who  is  in  touch 
with  business  men  and  bankers  of  every  description  and 
who  hears  all  the  gossip  as  well  as  the  real  news  of 
the  business  and  financial  worlds  can  afford  to  take 
greater  risks  than  a  retired  clergyman  of  circumscribed 
means.  The  ordinary  investor  should  bear  in  mind 
not  only  that  securities  which  may  be  excellent  invest- 
ments for  his  neighbor,  who  is  situated  quite  differently 
from  himself,  may  not  be  suitable  for  him,  but  that 
advice   should   be   sought   from   disinterested   parties. 
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The  financial  editors  of  the  newspapers  and  magazines 
which  contain  investment  departments  will  usually 
give  such  advice  and  responsible  and  reputable  dealers 
in  bonds  and  other  investment  securities  can  also  be 
depended  upon.  Of  course  all  dealers  are  not  trust- 
worthy but  no  better  advice  can  be  obtained  than  that 
which  any  of  the  more  reputable  and  responsible  bond 
houses  are  willing  to  give. 

.249.  What  to  buy. — The  problem  of  what  to  buy  can 
almost  always  be  elucidated  by  a  thorough  study  of  the 
essential  qualities  which  are  possessed  to  a  more  or  less 
degree  by  all  investments.     These  qualities  are : 

1.  Safety  of  principal  and  interest,  or  the  assurance 
of  receiving  the  principal  and  interest  when  due. 

2.  Rate  of  income,  or  yield. 

3.  Convertibility  into  cash,  or  the  readiness  with 
which  it  is  possible  to  sell  the  investment. 

4.  Prospect  of  appreciation  in  price. 

5.  Stability  of  market  price,  or  the  likelihood  of 
maintaining  the  integrity  of  the  original  investment. 

Each  of  these  qualities  costs  money  and  it  is  foolish 
to  pay  for  those  which  the  investor  does  not  need.  For 
example,  the  private  investor  often  purchases  securities 
which  possess  in  a  high  degree  the  quality  of  converti- 
bility into  cash,  when  he  is  buying  for  permanent 
investment  and  has  no  thought  of  selling.  In  the  same 
way  a  bank  may  purchase  bonds  which  pay  a  high  rate 
of  income  but  possess  poor  convertibility,  the  latter 
quality  being  the  one  the  bank  most  needs  because  it  is 
buying  bonds  only  until  its  general  loan  business  im- 
proves and  therefore  requires  investments  which  can 
be  quickly  disposed  of  when  necessity  arises. 

250.  Investment  safeguards. — No  matter  how  much 
care  may  be  exercised  in  the  investment  of  money  ac- 
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cidents  often  happen.  There  is  no  way  of  foreseeing 
every  development  in  the  financial  and  business  worlds 
and  many  of  our  greatest  millionaires  have  made  serious 
mistakes  in  their  investments.  Shrewd  as  was  Russell 
Sage  the  executors  of  his  estate  found  many  worthless 
stocks  in  his  vaults.  Accidents  cannot  be  foreseen  or 
prevented  but  they  can  be  absolutely  insured  against. 
Indeed  successful  investment  is  merely  a  form  of  in- 
surance. This  is  done  in  two  ways,  namely,  by  anticipa- 
tion and  by  distribution. 

Accidents  cannot  be  foreseen  or  prevented  but  they 
can  be  anticipated.  As  a  rule  stocks  or  bonds  in 
which  there  is  any  element  of  risk  should  be  purchased 
only  where  the  income  is  extraordinarily  high.  A  bond 
which  yields  7  or  8  per  cent  may  default  interest  but  it 
is  quite  possible  the  investor  will  not  lose  in  the  long 
run,  provided  he  has  received  several  interest  install- 
ments, because  the  large  return  more  than  makes  up  for 
the  depreciation  in  price  and  temporary  loss  of  interest, 
assuming  the  company  is  reorganized  and  the  bond- 
holder receives  new  securities.  On  the  other  hand  a 
bond  of  the  Chicago  &  Northwestern  Railroad  which 
yields  less  than  4  per  cent  probably  has  as  little  risk  in 
it  as  can  be  found  anywhere  in  human  affairs,  and  the 
low  yield  in  itself  indicates  that  such  is  the  fact.  Of 
course  the  bond  may  decline  in  price  because  of  the  effect 
of  money  rates  and  other  general  causes  outside  the 
affairs  of  the  company,  but  the  bond  is  probably  as  near 
perfect  safety  as  far  as  principal  and  interest  are  con- 
cerned as  it  is  possible  to  secure. 

A  far  better  way  to  guard  against  loss  in  investment 
is  to  distribute  one's  investments.  If  there  is  any  one 
point  which  should  be  iterated  and  reiterated  it  is  the 
wisdom  and  necessity  of  wide  distribution.     No  matter 
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how  small  the  sum  to  be  invested  it  should  not  be  placed 
in  any  one  thing.  Andrew  Carnegie  advised  the  plac- 
ing of  all  of  one's  eggs  in  one  basket,  but  Mr.  Carnegie 
spoke  from  his  own  experience  rather  than  from  that  of 
the  average  investor.  Probably  none  of  us  can  ever 
know  as  much  about  any  business  as  Carnegie  knew 
about  the  steel  trade.  Moreover,  Carnegie  did  not  in- 
vest his  money  in  the  steel  business.  He  traded  with 
his  money.  There  is  a  vast  difPerence  between  trading 
and  investment.  When  a  man  places  money  in  his  own 
business  he  is  trading;  not  investing.  A  man  may  be 
able  to  know  all  about  his  own  business  but  he  can  never 
know  all  about  another  man's  business.  Therefore  it  is 
never  wise  for  an  investor  to  stake  all  of  his  resources 
with  any  one  person  or  corporation. 
^  Insurance  companies  are  able  to  live  because  they 
distribute  their  risks.  The  insurance  company  does  not 
insure  unless  it  is  morally  certain  the  insured  is  a  "good 
risk."  Nevertheless  thousands  of  those  who  are  in- 
sured die  despite  the  rigid  examinations,  but  the 
company  does  not  lose  because  it  has  distributed  its 
risks  so  widely  that  there  are  thousands  who  do  not  die. 
So  it  should  be  with  the  investor.  He  ought  to  be 
morally  certain  of  the  safety  of  each  investment  but 
even  if  it  does  go  wrong  he  should  have  enough  other  in- 
vestments to  average  down  the  loss.  All  large  investors 
such  as  universities  and  insurance  companies  distribute 
their  investments.  The  Equitable  Life  Assurance 
Society  has  its  funds  invested  in  more  than  400  differ- 
ent issues  of  stocks  and  bonds.  Even  one  of  the 
smaller  colleges,  Amherst,  has  more  than  200  different 
securities.  The  investor  should  distribute  his  funds,  no 
matter  how  small  they  may  be,  in  as  many  different 
corporations  as  he  can,  engaged  in  widely  varying  lines 
of  business  and  situated  in  different  parts  of  the  world. 


CHAPTER  XXVII 

THE  INVESTMENTS  OF  MARSHALL  FIELD 

251.  Marshall  Field's  estate, — The  ordinary  investor 
can  learn  much  concerning  the  relative  value  of  securi- 
ties from  carefully  observing  the  character  of  invest- 
ments made  by  men  who  have  amassed  great  fortunes. 
This  can  frequently  be  learned  by  carefully  following 
news  of  probates  of  wills  in  the  daily  newspapers. 

Marshall  Field,  one  of  the  richest  merchants  in  the 
country,  left  an  estate  of  over  $40,000,000.  This  was 
made  up  as  follows : 

Money $  4,301,378.00 

Stocks,  par  value 18,160,310.00 

Bonds,  par  value    7,363,000.00 

Syndicate    subscriptions    1,616,450.00 

Notes     2,318,269.00 

Open  accounts    9,280,084.00 

Total      $43,069,524.00 

We  must  bear  in  mind,  of  course,  in  reviewing  Mr. 
Field's  estate  that  his  death  was  unexpected.  As  a 
consequence  the  inventory  is  typical  of  the  holdings  of 
financiers  who  anticipate  several  years  of  active  life. 
The  item  "Syndicate  subscription"  would  not  have  ap- 
peared in  the  statement  of  an  ordinary  estate.  Such 
investments  contain  a  considerable  element  of  risk. 
They  are  business  adventures  and  must  be  considered 
as  such  rather  than  permanent  investments. 

Dr.  Edward  S.  Meade,  of  the  University  of  Pennsyl- 
vania, has  made  an  analysis  of  Mr.  Field's  investments. 
He  says: 


346  INVESTMENT  AND  SPECULATION 

Of  the  open  accounts  given  in  the  inventory,  $8,486,607  was 
a  debt  of  Marshall  Field  and  Company,  and  $719,240  repre- 
sented money  advanced  to  the  Field  Museum,  in  which  its  founder 
took  a  deep  interest  and  for  which  he  provided  generously  in  his 
will.  Of  the  $2,318,269  of  notes,  $1,500,000  are  the  obligations 
of  well-known  corporations  and  firms,  such  as  Armour  &  Co.  and 
the  Western  Electric  Company.  The  return  on  this  paper,  if 
purchased  at  par,  exceeded  5  per  cent.  This  is  a  form  of  invest- 
ment with  which  persons  of  moderate  means  are  not  generally 
familiar,  but  which,  it  is  to  be  hoped,  because  of  the  security 
and  the  high  yield  which  good  commercial  paper  offers,  will 
eventually  be  made  available,  perhaps  in  the  form  of  collateral 
for  debentures,  for  purchase  by  the  small  investor. 

We  must  pass  over  the  syndicate  subscriptions,  which  included 
$100,000  of  International  Mercantile  Marine  bonds,  $100,000 
of  Pennsylvania  3%  per  cent  convertible  bonds,  and  $760,000 
of  the  Chicago  City  Railway — speculations  whose  outcome  is 
now  doubtful,  and  which,  along  with  the  other  syndicate  partici- 
pations which  Mr.  Field  held  at  the  time  of  his  death,  indicate 
something  of  the  risks  which  capitalists  of  smaller  means  take 
in  underwriting  transactions.  We  come  to  the  investments 
proper  of  the  estate.  Excluding  $3,400,000  of  the  stock  of 
Marshall  Field  and  Company,  these  stocks  and  bonds  amount  to 
$25,523,310  par  value. 

252.  His  holdings  of  stock. — Mr.  Field's  most  im- 
portant holdings  of  stock  included  the  following : 

Industrial    stocks    $  3,291,950.00 

Railroad    stock    9,336,200.00 

Stocks  of  Public  Service  Corporations  1,431,650.00 

Bank  and  Trust  Company  stocks   809,510.00 

Total    $13,869,310.00 

The  balance  of  his  stock  holdings  was  made  up  of 
certificates  of  ownership  in  the  Marshall  Field  Com- 
pany, already  referred  to,  and  $891,000  of  stock  of 
imcertain   value.     This   last   represented   holdings   in 
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mining  companies  whose  earning  power  had  not  yet 
been  demonstrated,  and  securities  of  some  philan- 
thropic institutions  in  which  Mr.  Field  was  interested. 
253.  Kinds  of  stock  he  held, — Mr.  Field  held  a  con- 
siderable amount  of  industrial  stocks  in  addition  to  his 
holdings  in  the  Marshall  Field  Company,  already  re- 
ferred to.  He  owned  stocks  of  twenty-one  important 
companies : 

The  list  includes  six  of  the  so-called  "industrials" — American 
Can,  American  Shipbuilding,  Com  Products,  International  Har- 
vester, National  Biscuit,  and  Railway  Steel  Spring.  In  each 
case  where  these  companies  issue  preferred  stock,  the  holdings  of 
the  Field  estate  are  about  equally  divided  between  prferred  and 
common.  We  may,  therefore,  safely  infer  that  these  invest- 
ments, which  total  $1,494,600  including  $450,000  of  Com 
Products  alone,  were  the  leavings  of  syndicate  subscriptions, 
either  unsuccessful  or  withdrawn  for  investment. 

Outside  of  "trust  securities"  the  Field  holdings  of 
industrials  are  excellent.  The  more  important  include 
the  following: 

Par   value  Dividends 

Pullman  Company   $800,000,00  8     % 

(36%  stock  dividend  recently  declared) 

Western  Union  Telegraph  100,000.00  6     % 

American  Telephone  and  Telegraph    150,000.00  71/2% 

In  addition  there  are  a  number  of  small  holdings 
aggregating  $706,950,  divided  among  twelve  companies, 
most  of  which  are  prosperous. 

Mr.  Field's  preference  was  not  for  industrials.  He  was  a 
large  holder  of  Pullman,  and  through  the  generous  exaggera- 
tion common  to  newspaper  men,  was  credited  with  owning  a  con- 
trolling interest.  As  a  matter  of  fact — and  this  is  true  of 
many  so-called  "controlling  interests" — ^his  Pullman  holdings  at 
the  time  of  his  death  were  less  than  1  per  cent  of  the  outstanding 
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stock  of  the  company.  His  connection  with  the  Pullman  Com- 
pany was  of  long  standing.  He  was  in  a  position  to  keep  in 
close  touch  with  its  management  and  to  understand  the  strength 
of  its  monopoly.  Such  an  investment,  while  safe  and  profitable 
to  Marshall  Field,  cannot  be  recommended  to  those  who  are  less 
advantageously  situated.  I  fail  to  find  in  the  Field  inventory 
any  endorsement  of  "industrials"  as  investments. 

The  investor  will  be  particularly  interested  in  Mr. 
Field's  railroad  stock  holdings.  The  inventory  dis- 
closes that  the  par  value  amounted  to  $9,336,200. 

Preferred  Common 

Atchison    $  600,000  $    

Baltimore    and    Ohio    910,000  500,000 

Boston  and  Maine   107,000 

Calumet  and  Chicago  Canal  and  Dock   ..       200,000  

Chicago  and   Northwestern    410,000  1,450,000 

Chicago,  Milwaukee  &  St.  Paul   100,000  200,000 

Chicago,  St.  Paul,  Minneapolis  &  Omaha  .       130,000  200,000 

Erie    60,000  

Great  Northern   275,000  

Hudson  Companies    50,000 

Illinois  Central    70,000 

Mexican  Central   148,000 

New  York   Central    100,000 

Northern  Pacific     311,000 

Pennsylvania    215,000 

Reading 130,000  

Rock  Island  Company    250,000  130,000 

Southern  Pacific   50,000  

St.  Louis  and  San  Francisco  450,000  1,100,000 

Union  Pacific    140,000  


Total    $3,495,000  $4,781,500 

Dr.  Meade  comments  upon  Mr.  Field's  holdings  of 
railroad  stocks  as  follows; 

Railroad  stocks  represent  the  best  form  of  stock  investment. 
The  business  conducted  by  a  railroad  corporation  is  more  stable 
than  any  other  business  except  that  of  the  public  service  cor- 
poration in  the  large  cities.  The  railroad  is  a  national  mo- 
nopoly; its  operations  are  uniform  the  country  over,  which  fact 
reduces  the  importance  of  individual  officials  to  a  railroad  com- 
pany, and,  finally,  the  transportation  business  is  visible,  gen- 
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erally  understood  as  to  its  nature  and  the  factors  which  make 
for  its  successful  management.  All  these  considerations  espe- 
cially commend  railroad  stocks  to  the  conservative  investor. 

And  yet  we  are  unable  to  infer  from  the  stock  investments 
of  Marshall  Field  that  he  held  railroad  stocks  as  a  class  in 
especially  high  regard.  Out  of  the  $9,336,200  of  railroad 
stocks  held  by  his  estate,  $3,495,000,  about  40  per  cent  were 
preferred  stocks.  These  preferred  stocks,  moreover,  with  the 
exception  of  the  Rock  Island  and  perhaps  the  St.  Louis  and 
San  Francisco,  are  so  well  secured  by  surplus  earnings  that  they 
are  practically  equivalent  to  bonds  and  sell  at  bond  prices. 

The  Field  selections  of  common  stock  were  scarcely  less  con- 
servative. Out  of  the  $4,781,000  of  common  stock,  40  per  cent 
consists  of  the  stock  of  one  company,  the  Chicago  and  North- 
western, one  of  the  most  conservatively  managed  and  best  lo- 
cated roads  in  the  country.  Of  the  remaining  eight  stocks  listed 
in  the  table  only  three — Mexican  Central,  St.  Louis  and  San 
Francisco,  and  Rock  Island — are  non-dividend  payers,  and  in 
the  case  of  every  other  stock  on  the  list  the  margin  of  surplus 
earnings  is  so  great  as  to  make  the  probability  of  a  reduction 
of  the  dividend  rate  extremely  remote. 

254.  Conservatism  of  his  investments, — The  conservatism 
of  Mr.  Field's  railroad  investments  can  be  shown  in  no 
better  way  than  by  a  statement  of  the  surplus  over  their 
dividend  requirements  earned  by  the  various  companies  in  which 
he  was  interested  during  the  last  fiscal  year.  These  margins  of 
security  are  shown  in  the  following  table: 

Dividends  Dividends 

Preferred  Common 

over  over 

Surplus  Surplus 

Atchison    $12,219,787  $ 

Baltimore  &  Ohio    15,364,299  8,812,825 

Boston  and  Maine   217,273 

Chicago,  Milwaukee  &  St.  Paul 7,309,896  3,237,876 

Chicago  &  Northwestern    13,008,953  8,316,640 

Chicago,  St.  Paul,  Minneapolis,  &  Omaha  . .       2,306,307  1,007,422 

Erie,    1st    Preferred    1,173,975  

2nd   Preferred    533,975  

Great  Northern 10,315,480  

IlUnois  Central   4,209,539 
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Dividends  Dividends 

Preferred  Common 

over  over 

Surplus  Surplus 

Mexican   Central    No  dividend 

Surplus 
1,114^87 

New  York  Central 1,518,253 

Northern    Pacific    5,555,760 

Pennsylvania    *8,429,881 

Reading,  2nd  Preferred   4,540,969 

Rock  Island 235,515  No  dividends 

Southern  Pacific   16,322,768  

St.  Louis  &  San  Francisco  1,789,394  

Union   Pacific    27,782,642  

The  security  offered  is  in  several  instances  greater  than  ap- 
pears. For  example,  a  large  part  of  the  St.  Louis  and  San 
Francisco  holdings  consists  of  the  trust  certificates  of  the  Kan- 
sas City,  Fort  Scott  and  Memphis,  and  the  Chicago  and  Eastern 
Illinois,  both  of  which  come  ahead  of  the  preferred  stock  of  the 
parent  company,  and  the  surplus  of  the  Boston  and  Maine, 
although  small  when  compared  with  those  of  the  western  roads, 
in  view  of  the  great  stability  of  New  England  railroad  traffic, 
is  ample  for  safety.  Taken  as  a  whole,  this  group  of  railway 
stock  investments,  both  for  security  of  dividends  and  for  the 
opportunities  to  participate  in  privileged  subscriptions,  would 
be  hard  to  better.  The  last  mentioned  advantage  has  only 
recently  been  available  in  the  case  of  the  largest  individual  hold- 
ing of  the  Field  estate — Chicago  andd  Northwestern  common. 
It  is  understood  that  most  of  the  stock  of  such  companies  as  the 
Atchison  and  the  Baltimore  and  Ohio  were  acquired  at  low 
prices,  shortly  after  the  organization  of  these  companies. 

If  any  rules  to  guide  the  investor  in  the  purchase  of  railway 
stocks  are  to  be  drawn  from  the  investments  of  Marshall  Field, 
they  are,  to  avoid  the  speculative  stocks  (even  in  this  safest  field 
of  industrial  investment)  ;  to  regard  more  highly  the  certainty 
of  preferred  issues  than  the  possibilities  of  dividend  increases, 
and  to  concentrate  purchases  on  securities  of  corporations  oper- 
ating in  the  investor's  immediate  locality. 

255.  Public  service  corporation  holdings. — ^We  come  next  to 

•  Extraordinary  expensed 
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the  public  service  corporation  stocks  in  the  inventory.     The  list 
is  as  follows : 

Chicago  North  Shore  Street  Railway  $    7,000 

Chicago   Edison    237,000 

Chicago  Telephone    65,300 

Chicago  West   Division  Railway    50,000 

Manhattan    Railway    50,000 

Metropolitan  Street   Railway    80,000 

"             Securities     29,250 

North  Chicago  City  Railway  7,200 

Northwestern  Elevated  Common    316,700 

Preferred   316,700 

South  Side  Elevated    272,000 


Total    $1,431,150 

Most  of  Mr.  Field's  investments  were  in  corporations  doing 
business  in  the  large  cities.  Like  most  other  rich  men  he  pre- 
ferred to  invest  money  in  those  companies  with  known  earning 
power.  The  small  amount  of  securities  held  in  the  Metropolitan 
Street  Railway  Company  and  the  Metropolitan  Security  Com- 
pany, both  of  which  have  since  gotten  into  financial  difficulties, 
is  a  noticeable  feature.  These  were,  no  doubt,  originally  ac- 
quired through  some  syndicate  operation.  A  large  portion  of 
his  investments  in  public  service  stocks  was  placed  in  the  Ele- 
vated Railway  of  Chicago,  with  which  he  was  thoroughly  fa- 
miliar and  which  he  probably  secured  because  of  a  participation 
in  the  original  underwriting  syndicates. 

256.  Banking  securities. — Marshall  Field,  in  common  with 
most  men  of  large  means,  fully  appreciated  the  investment  ad- 
vantages offered  by  financial  institutions,  which  profit  not  merely 
by  lending  their  own  capital,  but  by  lending  their  credit,  many 
times  greater  in  amount.  The  inventory  of  his  estate  shows  a 
par  value  of  $659,600  in  bank  and  trust  company  stock,  divided 
as  follows: 

Rate  of 
Par        Market  Divi- 

Value        Value        Capital        Surplus    dend 
Fidelity  Trust  Company, 

Philadelphia    $  75,000  %    803.50  $ $10,663,696     20 

First      National      Bank, 

Chicago    50,000         300.00       8,000,000      6,781,713     12 

First    Nat'l    Bank,    New 

York   20,000        710.00     10,000,000    18,109,200    SOf 

f  Reserve  Fund. 
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Rate  of 
Par        Market  Divi- 

Value        Value        Capital        Surplus    dend 

Illinois  Trust  &  Savings 

Company,  Chicago    .     100,000        560.00      4,000,000      7,121,708     16 

Manhattan    Trust    Com- 
pany,  New  York    ..       20,000        470%*       1,000,000      2,490,800     ISff 

Merchants'  Loan  &  Trust 

Co.,  Chicago   280,000         370.00      3,000,000     10,451,025     12 

New    York    Trust    Com- 
pany, New  York  . . .       72,500         725.00      3,000,000      4,057,353     23 

Northern    Trust    Co.    of 

Illinois,   Chicago    ...       30,000        350.00       1,500,000       1,719,514       8 

Royal  Bank  of  Canada.       60,000        241.00       3,900,000      4,390,000§     9 

Trust    Co.    of    America, 

New  York     10,000         780.00       2,000,000     10,471,670    32 

United  States  Trust  Co., 

New  York 2,000      1,275.00      2,000,000    12,801,006    50 

*  $30  par.    §  Includes  an  extra  dividend  of  3%. 
ft  Total  for  1906.     Present  quarterly  rate  is  8%. 

The  excellency  of  these  investments  can  be  judged 
by  the  extraordinary  yield  received  upon  a  large  pro- 
portion of  this  stock.  We  have  no  means  of  knowing 
when  these  investments  were  made,  but  we  may  safely 
judge  that  they  were  bought  under  very  favorable  con- 
ditions. 

257.  Investments  in  bonds, — The  investments  in 
bonds  were  made  with  exceeding  conservatism.  It 
would  be  impossible  to  analyze  the  bond  holdings  in  de- 
tail without  reviewing  a  large  amount  of  recent  financial 
history  and  considering  in  detail  the  financial  conditions 
of  the  many  corporations  involved.  All  that  we  can 
do  is  to  see  the  relative  amounts  of  Mr.  Field's  holdings 
in  the  various  classes  of  bonds.  The  inventory  shows 
the  following: 

Governments,  State  and  Municipal  Bonds  $   472,500 

Railroad  Bonds  3,888,000 

Public  Service  Bonds   1,502,000 

Industrials    928,000 

$6,790,500 

Certain  important  facts  are  shown  by  these  compari- 
sons.    The  first  is  the  relatively  small  amount  of  gov- 
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eminent,  state  and  municipal  bonds  owned  by  Mr. 
Field.  The  low  yield  was  unattractive  to  him,  as  it  is 
to  most  investors  desiring  adequate  returns  upon  their 
money,  and  consequently  he  did  not  place  his  funds  in 
such  investments.  A  noticeable  feature  is  the  entire 
absence  of  inter-urban  bonds.  The  only  possible  ex- 
planation is  that  Mr.  Field  was  very  conservative  in 
his  selection  of  bonds,  and  perhaps  had  never  been  in- 
terested in  inter-urban  securities.  It  must  not,  however, 
be  inferred  that  these  bonds  are  undesirable.  Many  of 
them  are  entirely  safe  and  their  yield  is  very  satisfac- 
tory. A  relatively  small  amount  of  money  was  invested 
in  industrial  bonds  and  this  should  not  pass  unnoticed. 
The  yield  on  such  bonds  is  high,  but  the  risks  of  the 
business  are  great.  Whatever  chances  Mr.  Field  might 
take  in  his  investments  it  is  evident  that  he  did  not  care 
to  take  any  risks  in  purchasing  bonds.  The  relatively 
large  amount  of  public  service  and  railroad  bonds  is 
noticeable.  These  investments  were  usually  made  of 
small  amounts  of  many  issues,  all  of  which  were  well 
selected  and  protected  by  a  large  surplus  of  earnings. 
The  small  investor,  of  course,  does  not  possess  the  op- 
portunities which  Mr.  Field  enjoyed.  He  cannot  par- 
ticipate in  underwriting  syndicates  and  buy  stocks  and 
bonds  at  wholesale  prices.  He  should,  however,  en- 
deavor to  exercise  the  same  good  judgment  as  is  em- 
ployed by  rich  men.  Most  men  get  rich  by  successfully 
investing  the  money  which  they  make.  It  is  more 
difficult  for  the  ordinary  individual  to  invest  his  money 
intelligently  than  it  is  to  make  it  in  the  first  instance. 
If  the  millionaire  cannot  afford  to  take  any  risks  it  is 
even  more  important  for  the  small  investor  to  remember 
that  the  keynote  of  all  investments  should  be  the  se- 
curity of  both  the  principal  and  income. 

VII— 23 


CHAPTER  XXVIII 

HOW  NOT  TO  INVEST 

258.  TJrvwise  investments  always  contain  speculative 
risks, — The  heading  of  this  chapter  implies  the  absence 
of  the  underlying  principles  which  distinguish  invest- 
ment, as  such,  either  from  semi-speculation,  where  there 
is  the  tendency  to  minimize  the  risk,  or  from  specula- 
tion, pure  and  simple,  where  the  element  of  risk  is  at 
its  maximum. 

Investment,  as  the  reader  will  have  learned  from  pre- 
ceding discussions  in  these  chapters,  is  based  upon  the 
idea  of  permanency — ^the  purchase  and  holding  of  an 
obligation  or  income-bearing  property  over  a  definite 
period  of  years,  or,  in  some  exceptional  instances,  even 
in  perpetuity — with  the  reasonable  assurance  that  the 
principal  will  be  kept  intact,  and  that  the  income  will 
be  regularly  paid.  On  the  other  hand,  in  "specula- 
tion" and,  indeed,  in  all  of  the  accepted  modifications  of 
the  term,  the  idea  of  permanency  is  usually  absent,  as 
is  the  assurance  of  safety  of  principal  and  certainty  of 
income  over  any  given  period  of  time. 

It  is  sometimes  difficult  to  draw  the  line  sharply 
between  investment  and  speculation,  but,  in  general, 
it  may  be  said  that  a  man  "invests,"  when  he  under- 
takes to  employ  his  surplus  capital  in  any  enterprise 
of  established  soundness  and  earning  capacity  for  a 
given  period  of  years  and  at  a  rate  of  income,  which 
it  is  always  possible  to  predetermine.     In  thus  em- 
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ploying  his  capital,  he  usually  assumes  the  position  of 
a  creditor  of  the  enterprise. 

He  "speculates,"  when  he  undertakes  to  employ  his 
capital  in  an  enterprise,  whose  soundness  and  earning 
capacity  are  only  partially,  or  not  at  all,  established 
on  a  permanent  basis.  In  this  instance  he  usually  as- 
sumes the  position  of  a  partner  in  the  enterprise,  where 
he  is  entitled  to  share  in  whatever  profits  may  accrue, 
but  where  he  must  also  share  whatever  losses  there 
may  be. 

Within  the  field  of  speculation,  using  the  term  in  its 
broadest  sense,  there  are,  of  course,  various  degrees 
of  risk,  and  it  is  the  purpose  of  this  chapter  to  attempt 
a  differentiation  of  them.  It  will,  however,  be  possible 
to  set  forth  only  a  few  principles  of  general  counsel, 
founded  upon  the  experience  of,  perhaps,  a  century 
or  more  of  activity  in  the  promotion  of  enterprises 
of  doubtful  or  uncertain  character,  and  in  so  doing,  it 
is  the  intention  of  the  writer  to  address  himself  par- 
ticularly to  the  so-called  investor  of  small  means,  as 
distinguished  from  the  large  investor  of  ample  means, 
broad  foresight  and  careful  discrimination,  who  is  in 
a  position  to  employ  his  surplus  capital  in  furthering 
industrial  development  without  regard  to  immediate  re- 
turns. 

The  great  economic  function  of  the  man  who  specu- 
lates along  the  lines  just  suggested,  is  recognized  the 
world  over.  Without  that  kind  of  speculation — with- 
out men,  who  have  had  the  temerity  to  take  the  usual, 
and  sometimes  very  large,  risks,  incidental  to  every 
legitimate  business  enterprise  at  its  inception,  it  is  quite 
possible  to  conceive  of  a  country  without  railroads,  with- 
out manufacturing  prestige,  and  even  without  markets. 

259.  The   unscrupulous   but   plausible   promoter. — •■ 
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But  John  Law  and  his  Mississippi  Bubble  have  had 
many  imitators, — men  who  have  grown  in  unprincipled 
ingenuity,  and  have  so  far  diversified  and  extended 
their  operations  as  to  have  become  an  actual  menace  to 
society.  Such  imitators  of  Law  and  his  scheme  make 
up  that  large  class  of  promoters  in  this  country,  who 
undertake  to  induce  the  public  to  buy  paper  to  which 
they  attach  the  names,  "stocks"  or  "bonds,"  merely  for 
personal  gain,  and  without  any  intention  of  using  the 
money  so  procured  in  the  development  of  a  railroad, 
an  industrial  enterprise,  a  mine,  or  a  scientific  invention. 
It  is  against  such  that  warning  has  to  be  continually 
sounded.  It  is  that  class  of  enterprise  to  which  the 
small  investor's  attention  should  first  be  directed. 

The  scheme  of  the  unscrupulous  promoter  may  almost 
invariably  be  recognized  by  the  manner  of  its  pre- 
sentation. The  picturesquely  illustrated,  sensation- 
ally phrased,  widely  distributed  advertising  prospectus 
is  its  badge  of  distinction.  Nowadays,  appeal  is  made  to 
the  cupidity  of  the  average  man  usually  in  one  of  three 
ways;  either  through  the  mails,  through  the  ad- 
vertising columns  of  the  daily  or  weekly  press,  or 
through  the  columns  of  "newspapers,"  so-called,  edited, 
printed  and  circulated  by  the  wily  promoter,  himself. 
It  is  noteworthy  with  what  unanimity  the  representa- 
tions, so  circulated,  promise:  first,  unusually  large 
profits  through  appreciation  of  the  price  of  the  shares 
offered,  with  absolutely  no  risk;  second,  an  immediate 
income  return  on  the  invested  capital,  although  under 
the  most  auspicious  circumstances,  it  would  take  years 
for  the  development  of  the  proposition;  and  third,  an 
ultimate  earning  capacity  equal  to  such  successes  as 
Bell  Telephone,  or  Standard  Oil. 

260.  Worthless  oil  stocks. — Oil  stocks  are  particu- 
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larly  to  be  avoided,  as  they  are  offered  to-day.  We 
have  the  word  of  an  authority  on  obsolete  securities  that 
of  all  the  stocks  to  be  found  in  the  graveyard  of  modern 
finance,  they  are  probably  the  most  hopelessly  worthless. 
There  will  never  be  another  Standard  Oil,  yet  scarcely 
a  week  passes,  during  which  the  public  is  not  told  in 
unequivocal  language  of  the  discovery  of  something, 
which  has  as  great,  if  not  a  greater  future.  On  such 
announcements  large  amounts  of  stock  are  sold  which 
if  the  corporations  have  any  legal  existence  at  all,  usu- 
ally turns  out  to  be  backed  merely  by  leases  on  lands, 
which  may  never  even  have  been  suspected  of  bearing 
oil,  and  by  no  real  assets,  whatever. 

One  of  these  companies,  which  has  recently  passed 
out  of  existence,  was  originally  announced  as  an  invest- 
ment which  should  pay  savings  bank  depositors  the 
dividends  to  which  they  were  by  right  entitled,  namely 
7  per  cent.  Just  before  its  death  knell,  which  was 
sounded  by  the  jailing  of  the  defrauding  promoters, 
it  sent  to  its  5,000  or  more  stockholders  a  state- 
ment of  financial  condition  intended  to  justify  the  pay- 
ment of  some  few  thousands  of  "dividends,"  as  they 
were  called,  which  had  been  made  during  the  year. 
The  statement  was  cleverly  constructed,  as  most  of 
them  are,  but  it  was  analyzed,  and  it  may  have  been 
the  analysis,  which  proved  the  beginning  of  the  end. 
It  showed,  for  instance,  that  the  total  of  all  dis- 
bursements properly  assignable  to  expenses,  had  been 
approximately  $350,000,  while  gross  proceeds  from 
every  source,  except  (and  this  is  the  important  point 
to  note)  from  the  sale  of  stock  had  been  only  $195,000, 
leaving  a  deficit  of  $155,000.  The  dividends  had  been 
paid,  as  the  remainder  of  the  statement  showed,  from 
stock  sales.     Among  the  other  items  to  which  reference ) 
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may  be  made,  for  example,  were:  revenue  from  oil 
sales  of  something  like  $11,000,  with  no  deductions 
made  for  operating  expenses;  stock  sales,  some  $300,- 
000;  accounts  payable,  presumably  payments  due  on 
stock,  $52,000;  and  equipment,  $840.  And  the  con- 
cern was  a  five  milhon  dollar  corporation. 

261.  The  risk  in  mining  stocks. — Next  to  oil  stocks, 
and  almost  on  even  terms  with  them  as  to  worthlessness 
are  mining  stocks,  according  to  our  authority  above 
mentioned.  He  facetiously  adds,  however,  "mining 
stocks  are  generally  handsome  and  make  the  best  kind 
of  wall  paper;  indeed,  one  of  the  most  hopeful  ways 
to  make  an  old  mining  stock  good  is  to  use  it  for  that 
purpose;  then  there  is  a  fair  chance  that  some  one  may 
want  it."  That  there  are  good  mines — ^those  which 
have  turned  out  to  be  even  of  unexpected  value,  and 
have  returned  to  those  who  helped  to  finance  their  de- 
velopment, handsome  profits,  indeed — just  as  there  have 
been  good  oil  wells,  all  investors  know,  but  the  number 
of  "paper"  mines,  used  to  induce  the  public  to  gamble 
at  long  odds,  or  at  no  odds  at  all  in  its  favor,  outnum- 
ber the  good  ones  by  the  thousands.  One  may  take  up 
his  daily  paper  at  almost  any  time  and  read  of  the  col- 
lapse of  a  promotion  of  this  character.  The  writer  has 
before  him  a  newspaper  account  of  the  testimony  given 
in  the  trial  of  a  suit  brought  against  a  certain  promi- 
nent, and  one-time  respected,  promoter  by  some  of  the 
defrauded  stockholders  of  a  Cobalt  exploitation  which 
recently  collapsed,  containing  a  statement,  which  seems 
to  go  to  the  root  of  what  we  are  endeavoring  to  im- 
press upon  the  investor.  Asked  why  a  $5,000,000  stock 
subscription  was  first  offered  to  the  public  on  what 
were  alleged  to  be  fraudulent  representations,  the 
promoter  replied : 
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Usually  in  a  mining  company  a  man  selects  offhand  any  num- 
ber of  shares  that  may  appeal  to  his  imagination,  or  the  imagina- 
tion of  the  public.  There  is  never  any  rule  to  go  by  in  the 
flotation  of  a  mine. 

He  might  have  added  that  it  is  the  credulity,  the 
imagination,  and  even  the  stupidity  of  the  small  in- 
vestor, which  are  the  promoter's  best  assets. 

Another  good  example  of  the  operations  of  such 
promoters  was  recently  given  during  a  court  hearing, 
when  it  was  brought  out  that  the  mining  company, 
whose  affairs  were  under  inquiry,  had  only  one  claim, 
which  originally  cost  $400,  but  on  which  $1,000,000 
stock  had  been  sold.  At  this  hearing  the  suing  "in- 
vestors," who  had  found  themselves  loaded  with  worth- 
less stock,  learned  that  the  principal  expense,  which  the 
promoters  had  incurred  in  the  development  of  their 
property,  was  the  cost  of  the  advertising  campaign. 
Perhaps  it  was  left  to  the  imagination  of  the  investors 
to  satisfy  themselves  where  the  lion's  share  of  their 
money  had  gone. 

262.  The  charm  of  new  inventions. — But  the  small 
investor's  mistakes  have  not  all  been  made  in  mines  and 
oil  wells.  One  of  the  worst  mistakes  which  he  can  make 
at  the  present  time,  according  to  the  financial  editor 
of  the  World's  Work, 

is  to  become  possessed  of  the  idea  that  he  should  back  a  new 
invention.  Just  at  the  moment  it  is  airships.  A  little  while 
ago  it  was  talking  machines.  Thousands  of  people  in  all  the 
civilized  countries  of  the  world  lost  much  money  trying  to  reap 
fortunes  from  the  much-heralded  field  of  wireless  telegraphy. 
It  would  be  quite  impossible  to  estimate  the  amount  of  money 
that  has  been  thrown  away  by  usually  sane  and  sensible  people 
during  the  past  ten  years  in  an  effort  to  make  a  substitute  for 
the  cable,  and  the  telegraph  and  the  telephone. 
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Wireless,  of  course,  has  its  possibilities,  but  it  is  a 
decade  or  more  since  its  discovery  and  still  it  has  not 
been  developed  to  a  point  of  commercial  success — and 
it  may  never  be.  Through  the  devious  ways  of  the 
holding  company  it  has  been  "financed"  into  disrepute 
and  its  chief  promoters  have  landed  in  jail,  charged  by 
the  Federal  Government  with  using  the  mails  to  de- 
fraud. 

263.  Chillibility  of  the  public  illustrated, — It  is,  in- 
deed, surprising  how  frequently  the  pubKc  has  found 
itself  possessed  of  absolutely  worthless  stocks,  based 
upon  inventions  heralded  as  actually  revolutionary  in 
character,  merely  through  its  failure  to  act  in'  accord- 
ance with  the  principles  of  common  sense.  The  ex- 
ploitation of  a  device,  announced  as  destined  to  bring 
about  great  changes  in  the  printing  and  publishing 
trade,  not  long  ago  caught  countless  victims.  It  was 
pictured  as  a  marvel  of  economy,  for  the  adoption  of 
which  printers  would  ere  long  be  falling  over  one  an- 
other, and  in  which  there  would  be  profits  "almost  be- 
yond belief,"  since  each  machine  would  net  at  least 
$1300  above  the  cost  of  making  and  selling.  This  was 
no  ordinary  investment,  said  the  promoters ;  if  the  stock 
were  to  be  placed  on  the  market  at  even  greatly  in- 
creased prices,  it  would  quickly  be  taken  up  by  some 
of  those  capitalists,  who  are  always  on  the  look-out  for 
maximum  profits  and  minimum  risk.  An  instant's  re- 
flection should  have  revealed  the  transparency  of  the 
statements.  By  what  strange  circumstance  had  the 
promoter  been  induced  to  act  the  part  of  the  philanthro- 
pist in  refusing  the  increased  oifer  of  the  "capitalists" 
and  in  letting  the  public  in  "on  the  ground  floor?" 
Why,  in  fact,  was  it  necessary  to  ofl*er  stock  at  all,  when 
the  trade  to  be  dealt  with  was  one  of  the  largest  and 
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most  progressive  in  the  world,  always  quick  to  adopt 
and  pay  well  for  any  kind  of  labor  saving  improvement? 
Such  representations  as  these  ought  to  be  ample  warn- 
ing to  a  public  that  is  not  able  to  judge  the  real  merits 
of  the  inventions,  to  let  the  propositions  alone. 

It  is»in  the  promotion  of  such  enterprises  as  have 
just  been  described  that  the  use  of  the  sensational 
prospectus  is  perhaps  the  most  common  at  the  present 
time.  It  follows  from  what  has  been  said  that  the 
prospective  investor  should  be  on  his  guard  against 
them.  Such  statements  as  have  already  been  analyzed, 
provided  that,  in  spite  of  them,  he  suspects  some  merit 
in  the  enterprise,  should,  at  least,  put  him  on  further  in- 
quiry to  satisfy  himself,  if  possible,  as  to  the  character 
of  the  men  who  are  selling  the  stocks  or  bonds;  with 
what  enterprises  they  have  been  associated  before;  the 
success  or  failure  of  these  enterprises;  and  how  much 
of  their  own  capital  they  have  invested  in  the  present 
venture.  It  must  be  remembered  that  many  a  mining 
company,  for  example,  has  been  wrecked,  and  its  stock- 
holders left  with  little  or  nothing  of  their  invested  cap- 
ital solely  through  dishonest  promotion.  In  fact,  as  a 
writer  in  the  New  York  Evening  Post  recently  re- 
marked, "the  entire  history  of  New  York's  curb  market 
is  speckled  with  such  incidents." 

264.  Laocity  of  state  incorporation  laws, — There  is 
another  point  in  connection  with  such  ventures,  which 
should  never  be  overlooked  in  the  endeavor  to  reach  a 
conclusion  regarding  their  merits,  and  that  has  to  do 
with  the  laws  of  the  state,  where  the  company  is  in- 
corporated. In  the  volume  on  Corporation  Finance 
in  this  series  the  advantages  and  disadvantages,  from 
the  point  of  view  of  the  investor,  of  incorporating  un- 
der the  laws  of  some  of  the  principal  states  were  pointed 


S62  INVESTMENT  AND  SPECULATION 

out.  Some  of  them  seem  actually  to  put  a  premium 
on  questionable  practices  in  corporate  management, 
and  it  may  be  said  that  Arizona  has  one  of  the  worst 
laws  in  this  respect.  This  advertisement  appeared  not 
long  ago  in  one  of  the  Denver  mining  publications: 

INCORPORATE    YOUR    BUSINESS    UNDER    ARIZONA    LAWS. 

Most  liberal  in  the  United  States.  No  franchise  or  annual 
tax.  Members  exempt  from  all  corporate  debts.  No  public 
statements  to  be  published  or  filed.  Capitalization  does  not  af- 
fect cost.  Cost  very  small.  Charters  cannot  be  repealed  by 
subsequent  legislation.  Hold  stockholders'  and  directors'  meet- 
ings and  transact  business  anywhere.  Any  kind  of  stock  can  be 
issued  and  paid  up  in  cash,  services,  or  property  and  made  non- 
assessable. We  sell  stock  for  and  finance  newly-incorporated 
companies. 

"Phoenix,  Arizona." 

Aside  from  the  latitude  given  by  such  laws  in  respect 
of  taxes,  directors'  liabilities,  capitalization,  etc.,  the 
importance  of  which  has  heretofore  been  explained,  the 
matter  of  the  publicity  of  the  affairs  of  the  company 
is  particularly  important.  The  business  of  mining, 
from  its  very  nature,  is  in  a  constant  state  of  liquida- 
tion and  stockholders  ought  to  be  frequently  and  ac- 
curately informed  as  to  its  progress.  Behind  such  a 
provision  of  the  law,  which  exempts  the  incorporators 
from  the  necessity  of  furnishing  such  information,  it  is 
possible  to  commit  many  a  fraud. 

265.  An  electric  railway  illustration, — No  better  ex- 
ample of  how  the  skilful  promoter  may  turn  up  in 
unexpected  fields  of  enterprise  has  ever  been  afforded 
than  that  which  came  with  the  announcement  three  or 
four  years  ago  of  the  project  of  a  coterie  of  Western 
men  to  build  an  electric  railway  from  Chicago  to  New 
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York.  Railroad  development  had  until  that  time  been 
generally  supposed  to  have  reached  a  stage  where  the 
ordinar}^  methods  of  "wild-cat"  finance  would  no  longer 
be  associated  with  it,  yet  here  was  a  proposition,  which 
its  originators  said  was  to  revolutionize  the  railroad 
business  of  the  world.  They  have  sold  to  some  four- 
teen thousand  gullible  individuals  between  seven  and 
eight  million  dollars'  worth  of  stock,  and  they  are  still 
working.  Shut  out  from  the  advertising  columns  of 
the  respectable  press  of  the  country,  they  are  publish- 
ing their  own  "newspaper,"  a  recent  copy  of  which  will 
bear  analysis,  as  containing  some  of  the  best  illustra- 
tions of  those  statements,  which  have  always  to  be  looked 
upon  with  suspicion. 

In  the  leading  article  of  the  edition  in  question  un- 
der the  caption  "Progress  of  the  Work,"  the  exploiters 
of  this  fanciful  railroad,  which,  by  the  way,  is  projected 
to  run  as  the  crow  flies,  between  the  two  great  com- 
mercial centers  of  the  country,  address  a  fervid  appeal 
to  the  stockholders  for  their  continued  support,  insist- 
ing in  the  strongest  manner  possible  on  their  sincerity 
toward  the  work  they  have  undertaken,  and  asserting 
that  the  proposition  as  an  investment  is  so  good  that 
nothing  can  prevail  against  the  persistence  and  energy 
of  the  men  back  of  it.  "In  the  midst  of  a  financial 
storm,  which  shook  the  country,"  they  plead,  "opposed 
by  powerful  interests,  belittled  by  an  ignorant  or  sub- 
sidized press,  forced  again  and  again  to  defend  their 
stockholders  from  the  depredations  of  wreckers  and 
thieves,  we  have  actually  secured  franchises  and 
created  railroad  property  worth  several  millions  of  dol- 
lars, which  will  go  on  earning  money  for  its  stockhold- 
ers and  their  descendants  forever." 

Several  items  of  miscellaneous  news  follow  from  the 
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localities  near  which  one  terminal  of  the  road  is  supposed 
to  be  under  construction,  and  then  a  skilfully  con- 
structed argument  on  how  a  great  merger  of  Chicago 
traction  properties  may  be  taken  as  a  most  emphatic 
endorsement  of  the  air-line  project,  and  the  opportun- 
ity it  has,  as  well  as  a  recognition  of  the  enormous  busi- 
ness, which  the  road  will  bring.  But  the  piece  de  re- 
sistance of  the  edition  is  a  full  page  advertisement 
headed  "Preferred  stock  will  advance  in  price.  Last 
opportunity  for  stockholders  to  secure  a  twelve  per  cent 
investment  at  present  prices." 

"Hundreds  have  money  in  savings  banks,"  the  ad^ 
vertisement  continues,  "drawing  from  3  per  cent  to  3^/2 
per  cent  interest,  which  might  just  as  well  earn  12  per 
cent  during  the  next  eighteen  months.  More  than  that, 
they  have  now  an  investment,  on  which  they  can  realize 
a  revenue  of  5  per  cent  a  year  during  the  next  eighteen 
months  by  the  mere  making  of  a  12  per  cent  investment. 
January  is  the  best  time  for  depositors  to  draw  their 
savings  from  the  bank,  it  being  the  close  of  an  interest 
period.  As  7  per  cent  dividends  and  5  per  cent  interest 
begin  to  accumulate  from  the  very  day  the  preferred 
stock  is  purchased,  there  should  be  no  lost  time.  .  .  . 
No  one  familiar  with  the  situation  can  question  the 
business  opportunity  which  confronts  our  stockholders 
or  the  ability  of  the  first  division  of  the  road  to  earn 
more  than  7  per  cent  dividends." 

Let  us  see  about  this  12  per  cent  "investment."  The 
thirty-six  miles  of  road,  the  first  division  of  the  system, 
let  it  be  remembered,  is  not  yet  in  operation.  Whence 
come,  then,  the  7  per  cent  dividends  promised?  They 
do  not  come  now,  and  there  is  no  assurance  that  they 
ever  will.  The  catch  is  in  the  word  "accumulate."  The 
preferred  stock  is  of  the  "cumulative"  type,  whose  char- 
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acteristics  have  already  been  defined  for  the  reader.  The 
dividends  will  accumulate  to  the  credit  of  the  holder  of 
the  stock,  and  will  have  to  be  paid  before  anything  is 
distributed  to  the- holders  of  the  several  millions  of  com- 
mon stock,  but  they  are  not  an  obligation  against  the 
company  until  such  dividends  are  declared.  The  5  per 
cent  interest  will  probably  be  paid  for  the  eighteen 
months,  as  promised;  but  how?  On  this  point  the  an- 
nouncement is  not  explicit.  The  promoters  are  frank 
in  saying  that  the  interest  offer  is  made  with  the  express 
purpose  of  hastening  the  sale  of  the  stock,  although 
it  is  difficult  to  reconcile  this  statement  with  the  one  at 
the  head  of  the  advertisement  regarding  the  rise  in 
the  price  of  the  stock.  Those  who  purchased  on  this 
announcement  will  find  at  the  end  of  the  eighteen 
months,  when  the  interest  will  have  ceased,  that  the 
promised  rise  was  merely  in  the  price  at  which  the 
stock  could  be  bought  from  the  company — that  it  did 
not  mean  a  rise  in  the  market  price.  There  is  no  mar- 
ket. 

Unfortunately  there  have  been  thousands  of  people, 
who  have  been  able  to  fix  in  their  minds'  eyes  this  ab- 
solutely straight  railroad  in  operation  between  Chicago 
and  New  York,  with  the  public  clamoring  for  tickets 
to  ride  on  it,  with  merchants  insisting  on  having  their 
goods  shipped  over  it,  with  the  express  companies  pay- 
ing high  for  contracts  with  it,  and  with  the  Govern- 
ment giving  the  bulk  of  its  mail  to  it.  They  have  never 
stopped  to  consider  that,  as  one  financial  writer  has 
pointed  out,  "at  the  prices  obtainable  for  the  stock  of 
the  air-line,  it  would  take  between  $300,000,000  and 
$400,000,000  of  stock  to  buy  its  terminal  (New  York) 
alone,  let  alone  build  its  line  from  Chicago  to  New 
York." 
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266.  Projected  railroads  of  strategic  importance, — 
There  is  another  phase  of  modern  railroad  promotion, 
which  ahnost  always  possesses  the  ear-marks  of  legiti- 
mate and  promising  enterprise,  but  with  which  the  in- 
vestor should  proceed  with  extreme  caution.  We  refer 
to  those  projects  admittedly  conceived  for  their  strat- 
egic value  alone.  Several  years  ago  some  capitalists 
planned  such  a  railroad  in  one  of  the  Western  states, 
succeeded  in  interesting,  not  Only  Eastern,  but  foreign 
capital,  built  their  road  to  tap  some  more  or  less  im- 
portant coal  fields,  and  sold  to  the  public  several  mil- 
lions of  dollars  of  first  mortgage  bonds,  largely  on  the 
representation  that  the  new  road  must  sooner  or  later 
be  taken  over  at  a  good  price  by  one  of  the  larger  trans- 
continental systems,  with  which  they  had  been  success- 
ful in  getting  a  connection.  The  bonds  were  sold  at 
a  fairly  high  price,  but  although  there  is  no  evidence 
that  the  proceeds  of  their  sale  were  dishonestly  used, 
they  are  to-day  of  only  nominal  value.  The  railroad 
on  which  they  were  secured,  of  course,  failed  from  the 
first  to  earn  its  fixed  charges;  the  state  in  which  the 
road  was  built  forbade  the  sale  to  the  larger  system; 
and  a  receivership  was  the  result,  with  practically  no 
hope  for  a  reorganization  in  which  the  interests  of  the 
bondholders  could  be  fully  protected. 

Real  estate  has,  almost  from  time  immemorial,  been 
a  favorite  medium  of  speculation,  and  it  will  probably 
have  to  be  admitted,  generally  speaking,  that  it  has 
proven  to  be  exceedingly  hazardous.  It  would  be  as 
difficult  to  estimate  the  losses  of  the  thousands,  who 
hypnotized  by  free  rides  and  brass  bands,  have  poured 
their  savings  into  the  lap  of  the  latter  day  land-boomer, 
as  it  would  be  to  estimate  the  losses  of  those  who  have 
sunk  their  money  in  fictitious  mines,  or  oil  wells,  or 
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backed  their  all  on  a  new  invention,  which  didn't  "pan 
out." 

267.  Deceptive  real  estate  ''bonds/' — But  the  real 
estate  promoter  has  more  recently  developed  along  what 
may  be  called  scientific  lines.  His  methods  have  be- 
come more  subtle,  his  appeal  is  now  made  more  to  the 
apparently  conservative  public  than  to  the  enthusiastic 
crowd;  and  what  is  more,  there  are  many  very  honest 
and  very  successful  promoters,  both  individuals  and 
corporations,  operating  along  these  lines.  One  large 
corporation  in  New  York  City,  with  a  record  of  some 
twenty  years  of  profitable  business,  stands  out  as  some- 
what of  a  model.  It  owns  and  develops  carefully  se- 
lected real  estate  for  income  or  for  sale,  financing  its 
operations  by  the  issuance  of  6  per  cent  bonds,  which 
are  sold  in  small  denominations  either  in  the  form  of 
straight  obligations,  or  in  form  similar  to  certain  types 
of  insurance  pohcies,  making  it  possible  for  one  with 
small  capital  to  accumulate  a  definite  amount  in  a 
given  period  of  time  by  investing  the  equivalent  of  an 
ordinary  yearly  interest  during  the  term  on  the  amount 
desired. 

Such  bonds,  however,  attractive  as  they  may  seem 
on  the  basis  of  what  our  model  corporation  has  been 
able,  through  wise  and  conservative  management,  to 
accomplish,  are  not  without  their  serious  faults,  as 
media  for  the  investment  of  small  savings.  Contrary 
to  the  impression,  which  many,  possibly  most,  investors 
have  had  at  the  time  of  purchase,  the  bonds  do  not 
possess  a  direct  mortgage  lien  on  any  definite  piece  of 
realty.  True,  they  are  the  direct  obligations  of  the 
company  issuing  them,  and,  as  such,  have  a  claim  against 
its  assets,  but  they  are  sold  to  enable  the  company  to 
purely  ise  and  develop  its  real  estate  for  a  profit — to  en- 
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able  it  to  speculate,  in  other  words — and  it  is  obvious 
into  what  position  the  bonds  would  fall,  were  these  op- 
erations to  turn  out  unprofitably.  Throughout  the 
United  States,  in  all  of  the  principal  cities,  corporations 
have  been  formed  to  copy  the  plan  we  have  just  been 
describing,  and  although  the  record  of  these  corpora- 
tions is  not  uniformly  bad,  it  has  not  been  such  as  to 
place  the  class  of  investment  propositions,  which  they 
represent,  on  a  plane  where  the  most  thorough  investi- 
gation need  no  longer  to  be  insisted  upon. 

268.  Risks  of  investments  in  real  estate. — Direct  in- 
vestment in  real  estate  is  for  the  average  person  of  small 
means  a  risky  expedient,  except,  of  course,  where  the 
investor  is  thoroughly  familiar  with  the  property.  The 
so-called  "development"  propositions  may  be  very  good 
and  they  may  be  very  bad,  and  it  is  a  regretable  fact 
that  the  bad  outnumber  the  good.  An  investor  should 
never  put  his  money  into  real  estate  until  he  has  visited 
and  carefully  inspected  the  property;  until  he  has  satis- 
fied himself  that  its  location  is  such,  with  reference  to 
transportation  facilities,  etc.,  that  it  is  bound  to  enhance 
in  value,  (or,  at  least,  not  depreciate)  through  improve- 
ment in  surrounding  property,  and  until  he  has  gained 
a  thorough  understanding  of  the  terms  of  the  contract 
of  sale.  The  importance  of  these  considerations  may 
be  illustrated  by  the  recent  experience  of  purchasers  of 
property  in  a  certain  "development"  tract  on  Long  Is- 
land. 

The  promoters  of  this  proposition  had  for  a  year  or 
more,  been  selling  at  ridiculously  low  prices  "choice 
building  lots,"  which  someone  finally  discovered  to  be 
swamp  lands,  worth  possibly  three  or  four  dollars  an 
acre.  The  lots  had  been  disposed  of  by  agents — no 
advertising,  whatever,  was  done — most  of  whom  had 
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never  seen  the  property,  themselves,  but  v^ho  in  their 
representations  were  compelled  to  rely  entirely  on  the 
confidential  descriptions  furnished  by  the  promoters  of 
the  proposition,  who  also,  apparently  on  the  suspicion 
that  some  men,  at  least,  had  consciences,  took  care  that 
an  agent  was  not  sufficiently  long  in  their  employ  to 
become  familiar  with  their  methods.  When  the  utter 
worthlessness  of  the  property  was  discovered  and  en- 
deavor was  made  to  secure  the  conviction  of  the  "sharks" 
on  the  charge  of  obtaining  money  under  false  pretenses, 
it  was  found  that  in  each  contract  there  was  a  clause 
to  the  effect  that  the  company  could  not  be  held  respon- 
sible for  any  statements  made  by  its  agents.  The  vic- 
tims recovered  nothing,  but  fortunately  the  Govern- 
ment authorities  were  able  on  other  grounds  to  put  a 
stop  to  the  fraud. 

269.  Ghiaranteed  stocks, — ^We  have  already  sug- 
gested the  alarming  manner  in  which  the  charlatan 
promoter  has  diversified  his  operations.  From  oil  he 
has  turned  to  mining,  from  mining  to  the  field  of  in- 
vention, then  to  the  railroad,  and  to  real  estate,  and 
sometimes  he  has  been  found  interested  in  all  of  these 
simultaneously.  Some  of  his  other  favorites,  as  they 
have  been  announced  recently  in  certain  newspapers, 
which  seem  not  to  care  to  what  perverted  use  their  ad- 
vertising columns  are  put,  are  rubber  culture,  banana 
growing,  lumber  development,  and  the  multitude  of  en- 
terprises, which  may  be  put  under  the  general  classifica- 
tion of  industrials.  A  prominent  banker  dealing  in  the 
highest  grade  of  investment  bonds  not  long  since  rC" 
marked  to  the  writer  that  it  was  highly  significant  that 
throughout  the  period  from  the  fall  of  1909  to  the 
fall  of  1910,  during  which  there  was  a  steadily  dimin- 
ishing demand  for  securities  such  as  he  dealt  in,  there 
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had  apparently  been  no  difficulty  at  all  on  the  part  of 
the  industrial  promoter  in  disposing  of  his  great  va- 
riety of  cumulative  preferred  stocks,  some  of  them  with 
dividends  ''guaranteed,"  issued  against  business  ven- 
tures of  no  estabhshed  reputation,  whatever.  He  added 
that  such  ventures  ought  to  be  backed  by  business  men, 
with  their  own  capital,  but  that  after  a  few  unfortunate 
experiences  with  them,  such  as  were  practically  inevi- 
table, the  pubhc  would  see  the  fallacy  of  such  invest- 
ments and  turn  again  to  investment  bonds. 

Stocks  to  which  the  term  "guaranteed"  is  so  fre- 
quently attached  nowadays  are  undoubtedly  alluring  to 
the  average  person  seeking  to  employ  his  surplus  at  as 
high  a  rate  of  income  as  is  possible.  Yet  there  is  noth- 
ing which  may  prove  more  hollow  and  baseless  than 
many  of  the  guarantees  which  are  offered.  Even  the 
best  of  them  have  been  known  to  turn  out  valueless 
through  some  slight  legal  technicality,  and  the  unfor- 
tunate part  of  it  is  that  their  weaknesses  are  never  dis- 
covered until  difficulty  arises — until  it  is  too  late  for 
the  investor  to  save  himself. 

Investigation  shows  that  many  of  the  small  issues  of 
stock  under  this  classification,  which  have  been  sold  to  the 
public  within  the  past  two  or  three  years,  are  guaranteed 
by  subsidiaries  to  the  issuing  companies  formed  for  that 
specific  purpose  and  usually  exhibiting  formidable  look- 
ing balance  sheets,  which  seldom,  however,  stand  close 
analysis.  The  fallacy  of  such  an  expedient  is  clear, 
when  one  stops  to  consider  that  a  guarantee  is  only 
needed  in  case  of  failure,  and  that  failure  of  the  com- 
panies issuing  the  stock  in  these  cases  would  mean  im- 
mediate destruction  of  the  guarantees,  themselves. 

270.  Wild-cat  insurance  stocks. — The  stocks  of  life 
insurance  companies  need  not  be  given  much  thought 
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from  the  investment  standpoint,  as  the  so-called  mutual 
companies  have  no  stock  and  the  present  tendency  of 
stock  companies  appears  to  be  toward  mutualization. 
In  many  cases  the  dividends  which  may  be  paid  are 
limited  by  law  and  frequently  the  stock  is  governed  in 
price  by  the  desire  of  large  financial  interests  to  con- 
trol a  certain  company  rather  than  by  investment  con- 
siderations. Nearly  all  the  larger  and  more  successful 
life  companies  are  either  mutual  in  form  or  are  privately 
owned. 

Stocks  of  fire  insurance  companies  are  in  many  cases 
desirable  investments.  They  should  not  be  taken,  how- 
ever, by  investors  other  than  those  who  can  afford  to 
take  risks.  The  fire  insurance  business  is  described  by 
an  authority  as  one  which  in  its  nature  is  profitable  but 
hazardous.  Through  the  law  of  averages  the  percent- 
age of  loss  over  a  series  of  years  can  be  pretty  definitely 
ascertained,  but  there  is  the  constant  danger  of  the  oc- 
casional great  fire  which  may  destroy  in  a  few  hours 
the  accumulated  profits  of  many  years  of  successful 
business.  Many  were  the  fire  insurance  shareholders 
who  learned  this  fact  to  their  sorrow  after  the  San 
Francisco  fire  of  1906.  Careful  management  will  dis- 
tribute risks  over  a  wide  area  and  the  investor  should 
always  be  wary  of  a  company  whose  risks  are  concen- 
trated. One  feature  in  favor  of  fire  insurance  stocks  is 
the  fact  that  the  custom  of  paying  premiums  in  advance 
gives  the  companies  a  large  fund  to  invest  in  addition 
to  their  capital  and  surplus,  and  if  these  investments  are 
wisely  made  a  source  of  income  is  added  entirely  apart 
from  insurance  business  itself. 

In  the  last  few  years  the  country  has  been  flooded 
with  new  insurance  companies  whose  stocks  have  been 
widely  scattered  among  investors.     In  the  first  half 
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of  1910  no  less  than  229  new  insurance  companies,  life, 
fire,  casualty  and  surety,  were  formed  with  a  total  cap- 
ital of  nearly  $210,000,000.  The  field  is  already  well 
occupied  and  as  every  one  knows  who  has  had  much 
experience  with  insurance  agents  it  is  no  easy  matter 
to  sell  insurance  for  even  the  old  established  companies. 
Of  the  new  mushroom  companies  probably  not  more 
than  a  dozen  will  succeed.  The  great  majority  are  the 
creations  of  designing  promoters  whose  primary  and 
sole  concern  is  selling  the  stock  at  prices  to  net  them  a 
handsome  profit. 

Investors  need  consider  only  two  points.  When  the 
big  profits  of  the  large  insurance  companies  are  cited, 
it  should  be  remembered  that  these  profits  come  from  the 
great  bulk  of  the  business  written  and  that  the  margin 
of  profit  is  small.  In  the  second  place,  a  new  company 
must  always  oiFer  unusual  inducements  to  get  any  busi- 
ness at  all  away  from  the  old  line  companies  and  to  do 
this  often  exhausts  their  resources.  An  idea  of  what 
the  better  class  of  insurance  stocks  are  like  is  afforded 
by  the  following  list  of  New  York  city  fire  company 
shares,  the  quotations  being  of  August,  1910: 

FIRE  INSURANCE  STOCKS. 
[Revised  by  E.  S.  Bailey.] 

— Price — 
Approx.    When  1 

Capital 

City  of  N.  Y $500,000 

Commonwealth   500,000 

.Continental   2,000,000 

Empire  City 200,000 

Fidelity-Phenix    2,500,000 

German  Alliance  ....      400,000 
German  Araeric'n   ...  1,500,000 

Germania    ($50)    1,000,000 

Glens  Falls  ($10)    . . .      200,000 

Globe  &  Rutgers 400,000 

Hanover  ($50) 1,000,000 

Home    3,000,000 

Nassau    ($50)    200,000 


Approx. 

When 

Bid 

Asked 

An.  Div. 

Payable 

P.C. 

P.C. 

10 

Q 

205 

10 

J&J 

326 

40 

J&J 

925 

950 

8 

J&J 

125 

V 

V 

260 

265 

15 

J&J 

■      275 

300 

30 

J&J 

560 

570 

18 

J&J 

285 

295 

30 

J&J 

1525 

40 

Q 

475 

10 

J&J 

200 

210 

30 

J&J 

680 

695 

10 

J&J 

165 

175 
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— Price — 

Approx.    When  Bid  Asked 

Capital      An.  Div.  Payable  P.C.  P.C. 

Niagara  ($50)    1,000,000          20           J&J  300          305 

Nor.  River  ($25) 350,000          10          A&O  155          165 

Pacific   ($25)    200,000            6           J&J  135          145 

Peter  Cooper  ($20)    .      150,000            6           J&J  90          105 

Stuyvesant 400,000          10           J&J  155          160 

Un.  States  ($25) 250,000           V              V  60            70 

Westchester  ($10)  ...      400,000          35          F&A  455 

Willmsbg  Cy  ($50)  . .      250,000          20           J&J  380          400 
V  No  information.                   Q  Quarterly. 

271.  Enterprises  requiring  expert  knowledge, — With 
reference  to  such  ventures  as  rubber  culture,  banana 
growing  and  lumber  development,  little  need  be  said 
here,  except  that  they  are  enterprises  essentially  for 
private  capital  alone,  until  they  have  been  thoroughly 
proven  and  placed  on  a  basis  where  the  permanency  of 
their  earning  capacity  is  established  beyond  peradven- 
ture.  They  are  businesses  requiring  perhaps  more  than 
the  usual  amount  of  expert  knowledge,  with  which  to 
cope  with  the  pecuhar  elements  of  uncertainty,  which 
characterize  them.  There  have  been  notable  successes 
from  the  investor's  point  of  view  in  this  field  of  endeavor, 
such  as  the  United  Fruit  Company,  for  instance,  but  in 
no  other  field  has  the  proportion  of  failures  been  so 
great. 

In  this  discussion  the  endeavor  has  been  to  point  out 
in  what  general  classes  of  enterprise  the  specious  prop- 
ositions of  "investment,"  so-called  are  most  often  found, 
to  illustrate  some  of  the  more  common  forms  of  their 
presentation,  and  to  show  the  underlying  fallacies  of 
such  propositions.  The  warning  has  been  sounded  par- 
ticularly against  those  things  which  are  brought  to  the 
attention  of  the  public  by  means  of  the  glaring  advertis- 
ing prospectus,  against  those,  which  hold  out  the  prom- 
ise of  unusually  large  profits,  without  risk,  and  against 
those,  of  which  little  or  nothing  is  known,  except  through 
the  representations  of  the  promoter.     We  may  add  in 
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conclusion,  that  whenever  definite  eiFort  is  made  to  at- 
tract the  attention  of  the  pubhc  to  stocks  or  bonds  by 
wide  circulation  of  reports  that  they  are  about  to  ad- 
vance in  price,  there  is  usually  something  militating 
against  their  inherent  soundness.  It  has  come  to  be  an 
investment  maxim  that  stocks  or  bonds  ought  never  to 
be  bought  on  the  sole  consideration  that  they  are  "bar- 
gains." There's  usually  a  reason,  and  until  the  pros- 
pective purchaser  has  satisfied  himself  as  to  the  char- 
acter of  it,  his  savings  might  better  remain  in  the  bank. 


CHAPTER  IX 

PANICS  AND  DEPRESSIONS 

272.  Wall  Street  panic. — One  of  the  most  interesting 
things  connected  with  the  study  of  speculation  is  the 
investigation  of  trade  cycles  and  the  study  of  the  causes 
which  lead  to  panics  and  depressions. 

Panics  are  of  two  kinds.  The  first,  which  has  been 
dubbed  "the  Wall  Street  panic,"  is  nothing  more  or  less 
than  speculative  and  financial  hysteria  and  is  largely 
confined  to  Manhattan  Island.  Such  financial  fevers 
may  develop  in  the  midst  of  industrial  prosperity,  and 
are  caused  by  conditions  entirely  apart  from  the  cir- 
cumstances surrounding  the  business  of  the  securities 
involved.  Examples  of  such  panics  are  the  Northern 
Pacific  panic  of  1901  and  the  panic  of  1903,  both  of 
which  have  already  been  reviewed.  These  panics,  how- 
ever, are  as  a  rule  temporary  affairs  and  their  conse- 
quences are  entirely  different  from  the  so-called  com- 
mercial panics  which  vitally  effect  every  person  in  the 
country.  These  Wall  Street  panics  are  usually  brought 
about  by  the  selHng  of  securities  by  disappointed  hold- 
ers who  have  bought  at  high  prices  in  expectation  of 
selling  at  a  greater  advance.  The  way  in  which  such 
a  panic  comes  about  is  usually  as  follows: 

Suppose  that  prices  of  securities  have  already  reached 
a  very  high  point.  Most  of  the  speculators  in  the  mar- 
ket being  bulls  by  nature,  expect  that  stocks  will  go  still 
higher  and,  therefore,  purchase  securities  long.  In- 
stead of  going  higher,  however,  the  price,  which  has 
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already  advanced  to  a  point  beyond  that  justified  by 
basic  conditions,  begins  to  recede,  and  ultimately  it 
dawns  upon  these  disappointed  purchasers  that  prices 
are  not  going  as  they  expected.  Frightened  by  the 
drop  they  begin  unloading  their  holdings.  Many  of 
them  are  compelled  to  sell  because  their  margins  are  ex- 
hausted, and  others  sell  because  of  fear  that  the  prices 
will  go  much  lower.  The  decline  consequently  con- 
tinues until  prices  reach  a  level  where  investors  are  will- 
ing to  buy.  A  point  is  finally  reached  at  which  all 
stocks  offered  for  sale  are  gradually  absorbed  by  the 
standing  orders  of  those  who  do  not  make  a  practice  of 
speculating,  but  who  nevertheless  buy  when  they  find 
good  securities  selling  at  bargain  prices.  It  is  at  this 
time  that  the  downward  tendency  is  checked  and  then 
usually  ensues  a  period  of  dullness.  Any  further  de- 
cline meets  with  a  constantly  increasing  number  of 
standing  orders  to  buy.  Speculators  at  such  times  are 
by  no  means  enthusiastic  and  there  are  very  few  specu- 
lative purchases  in  anticipation  of  an  advance. 

This  period  of  dullness  usually  lasts  until  the  more 
foresighted  begin  to  see  reasons  for  an  upward  move- 
ment in  the  future.  The  shrewd  operators  begin  to 
buy  in  order  to  profit  by  the  anticipated  advance.  They; 
are  willing  to  buy  at  a  slight  advance  over  and  above 
the  market  prices  which  have  been  fixed  all  along  by  the 
real  investor.  As  soon  as  this  slight  upward  tendency 
of  the  market  is  perceived,  others  will  make  haste  to 
purchase  while  prices  are  still  relatively  low.  Their  de- 
mand, however,  causes  the  market  to  go  still  higher  and 
financial  papers  begin  to  say  that  the  market  "looks 
strong."  More  buyers  realize  what  has  happened  and 
begin  to  be  optimistic  concerning  the  upward  move- 
ment and  will  therefore  purchase.     This  movement  Qoxir 
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tinues  gradually,  with  interruptions,  of  course,  due  to 
profit  taking,  until  prices  reach  a  level  which  is  high 
enough  to  induce  the  shrewdest  investors  to  dispose 
again  of  their  holdings.  Every  further  rise  in  the  mar- 
ket is  met  by  orders  to  sell,  until  finally  a  large  number 
of  stocks  pass  from  those  who  actually  own  them  as 
interest-bearing  investments  to  those  who  hold  them  on 
speculation  expecting  a  further  increase.  Finally  there 
comes  a  time  when  the  sales  by  investors  become  heavy 
enough  to  start  a  decline,  and  then  the  reckless  specu- 
lators, who,  because  of  their  unfounded  faith  in  still 
higher  prices,  took  over  these  securities  on  borrowed 
money,  find  themselves  in  trouble.  The  consequence  is 
that  prices  begin  to  decline  and  the  speculators  who  now 
hold  these  securities  become  dissatisfied  and  again  begin 
to  unload  their  holdings,  thus  aggravating  the  down- 
ward movement,  which  usually  continues  until  shrewd 
investors  find  it  profitable  to  enter  the  market  again  as 
purchasers. 

The  explanation  here  given  is  not  intended  to  de- 
scribe what  may  always  be  expected.  It  is  given  to  show 
the  way  in  which  the  upward  and  downward  movement 
usually  takes  place.  An  endless  variety  of  incidental 
factors  occur  from  time  to  time  which  modify  in  part 
the  general  rule  of  procedure  outlined  above. 

The  "trade  cycle"  as  distinguished  from  the  so-called 
"Wall  Street  panic"  has  been  said  to  include  ten  or 
eleven  years,  roughly  divisible  into  three  years  of  de- 
pressed trade,  three  years  advancing  trade,  and  three 
years  of  excited  trade,  followed  by  a  panic.  Too  much 
emphasis  should  not  be  placed  upon  the  number  of  years 
included  in  the  cycle.  It  is  only  a  noteworthy  fact  that 
history  does  show  that  our  commercial  panics  have  oc- 
curred at  reasonably  regular  intervals,  the  big  panics 
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about  twenty  years  apart  and  intermediate  depressions 
of  less  importance  about  midway  between,  or  every  ten 
years. 

273.  The  commercial  panic. —  To  explain  the  operation 
of  a  commercial  panic  let  us  start  with  the  period  of  de- 
pression during  which  production  and  consumption  are 
largely  disorganized  by  the  preceding  collapse.  Every- 
thing is  being  readjusted  on  a  lower  scale.  People 
feel  comparatively  poor  and  many  have  lost  because  of 
the  depreciation  of  their  property.  The  eif ort  on  the 
part  of  all  to  economize  results  in  the  use  of  fewer  and 
cheaper  goods,  and  by  thus  cutting  down  consumption, 
production  must  also  be  cut  down.  The  cutting  down 
of  production,  in  turn,  means  the  cutting  down  of  wages 
and  the  throwing  of  workmen  out  of  employment,  thus 
producing  the  so-called  "vicious  cycle."  Capitalists 
have  no  courage  to  invest  in  new  enterprises  and  those 
who  have  their  money  in  business  conduct  their  opera- 
tions with  the  greatest  caution. 

This  period  of  depression  is  followed  by  a  period  of 
expanding  trade.  This  second  stage  is  usually  brought 
about  by  some  important  event  which  starts  the  upward 
movement.  It  may  be  a  political  change  or  a  new  gov- 
ernmental policy  as  in  1896,  which  caused  capitalists 
generally  to  become  more  confident  and  thus  to  under- 
take new  projects.  It  may  be  a  sudden  expansion  in 
our  foreign  trade,  a  heavy  expenditure  on  the  part 
of  our  government,  an  exceptionally  large  crop,  or  any 
other  auspicious  event.  It  is  on  the  chance  of  such  an 
event  that  the  operations  of  the  irrepressible  speculator 
have  been  based.  During  the  period  of  depression  there 
was  very  little  incentive  for  speculation,  that  is  to  say, 
there  was  very  little  inducement  to  buy  things  at  a  low 
price  with  a  view  to  selling  them  at  a  higher  price. 
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Now,  however,  some  of  the  more  thoughtful  men  in 
business  as  well  as  in  the  security  market  have  been  ex- 
pecting that  history  is  going  to  repeat  itself  and  that 
the  trade  cycle  is  going  to  take  the  course  which  it  has 
always  taken  so  far  as  historical  records  give  us  infor- 
mation. Now  when  this  class  realizes  that  the  demand 
for  goods  is  actually  increasing  and  if  the  other  circum- 
stances concerning  our  industry  are  such  as  to  convince 
them  that  everything  is  ready  for  an  era  of  more  active 
trade  they  begin  to  exercise  their  shrewdness  by  acquir- 
ing industrial  machinery  and  materials  at  low  prices. 
At  this  time  it  should  be  noticed  that  the  attempt  to 
profit  by  foresight  is  confined  almost  entirely  to  investors 
and  business  managers.  The  general  public  is  by  no 
means  convinced  of  a  permanent  improvement,  the  small 
shop  keepers  are  still  reluctant  to  lay  in  a  stock  of  goods, 
while  farmers  are  taking  advantage  of  the  first  slight 
rise  in  prices  to  sell  their  products. 

The  wide  awake  entrepreneur,  however,  is  constantly 
increasing  his  stock  of  raw  material  and  is  much  less 
keen  to  sell  his  finished  products  than  he  was  before. 
Slowly  there  is  a  rise  in  prices  all  around  and  there  is 
an  accumulation  of  profits  to  those  who  were  shrewd 
enough  to  see  the  tendency  of  the  time. 

Following  this  there  appears  a  great  pressure  of  cap- 
ital seeking  investment.  Trade  is  becoming  active  and 
there  is  a  steady  accumulation  of  funds  in  investors' 
hands  awaiting  profitable  employment.  This  money  at 
first  is  to  a  very  large  extent  invested  in  stocks  and 
bonds  until  such  securities  are  so  sought  after  that  they 
reach  prices  so  high  as  to  yield  but  a  small  rate  of  in- 
terest on  the  money  invested. 

This  investment  in  securities,  however,  produces  one 
very  important  result.     The  advance  in  the  price  of 
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securities  resulting  from  the  increasing  demand  is  al- 
ways accompanied  by  heavy  stock  exchange  speculation 
and  it  is  this  speculation  which  more  powerfully  than 
any  other  factor  directs  the  attention  of  the  public  to 
the  upward  trend  of  prices,  and  in  turn  produces  a 
very  important  and  sympathetic  effect  upon  the  prices 
of  commodities.  A  larger  and  larger  number  of  peo- 
ple begin  to  see  that  a  period  of  prosperity  is  ahead. 
Many  begin  to  speculate  definitely  and  intentionally. 
As  has  been  said,  "They  buy  what  they  do  not  want  in 
the  expectation  of  selling  it  at  a  profit.  The  vast  ma- 
jority merely  buy  quickly  what  they  would  otherwise 
have  bought  cautiously  and  sell  slowly  what  they  other- 
wise would  have  sold  urgently.  In  buying  them  they 
pay  the  seller's  price  and  in  selling  them  they  set  their 
own  figures  and  hold  to  them  tenaciously,  thus  aiding  the 
advance,  but  at  the  same  time  increasing  their  stocks  on 
hand." 

This  period  of  increasing  speculation  in  securities 
and  in  products  is  followed  next  by  a  period  marked 
by  the  creation  of  new  enterprises.  Capital  accumu- 
lates to  such  an  extent  that  it  overflows  the  opportuni- 
ties for  ordinary  investment  and  begins  to  seek  other 
outlets.  It  is  at  this  point  that  numerous  new  projects 
in  transportation,  manufacturing  and  mining  are  floated. 
Many  of  these,  as  develops  later,  have  no  real  value,  yet 
they  find  ready  support.  Men  of  all  classes  begin  to 
pyramid  upon  the  boom. 

274.  Pyramiding. — Pyramiding  is  a  practice  whereby 
a  man  invests  capital  on  a  margin  in  a  speculative  trans- 
action ;  when  the  price  has  gone  up  a  few  points  he  sells 
out  and  reinvests  his  capital  together  with  all  his  profits 
on  another  small  margin  in  the  same  or  a  new  speculative 
venture.    When  the  security  has  again  risen  a  few  points 
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he  sells  out  and  reinvests  all  of  his  capital  with  his  new 
profits  in  another  speculative  transaction,  and  continues 
this  until  ultimately  he  has  a  large  sum  of  money  in  a 
speculative  transaction  on  a  very  small  margin.  A 
sHght  slump  in  the  price  of  the  security  is  apt  to  wipe 
out  all  his  capital  as  well  as  the  profits  made  in  former 
transactions. 

The  pyramiding  of  the  business  man  is  very  little  dif- 
ferent from  that  of  the  stock  speculator.  Large  orders 
are  coming  in,  and  in  view  of  the  prosperity  prevailing, 
they  invest  all  their  profits,  together  with  considerable 
borrowed  money,  in  new  plants  or  in  the  enlargement  of 
their  old  plants.  They  make  new  profits,  which  they 
invest,  until  ultimately  the  inevitable  reaction  comes, 
when  they  have  on  hand  large  plants  and  large  fixed 
charges  altogether  out  of  proportion  to  the  actual  re- 
quirements of  the  changed  conditions.  There  has  been 
created,  however,  a  certain  momentum  which  it  is  difficult 
to  stop.  The  higher  prices  go  the  more  speculation  in- 
creases; the  more  ready  is  the  buyer  of  goods  to  pay 
a  slight  advance  and  the  less  urgent  is  the  seller  to  dis- 
pose of  stocks  on  hand. 

275.  Crisis, — Finally  things  are  ready  for  a  turn.  It 
is  usually  brought  about  by  the  action  of  the  shrewdest. 
There  are  times  when  it  is  better  to  permit  money  to  lie 
idle  than  to  invest  it  in  any  other  form  of  property. 
When  prices  were  rising  these  men  turned  their  money 
into  goods ;  when  prices  have  risen  to  such  an  extent  that 
they  fear  a  fall  they  begin  to  turn  these  goods  into  funds 
and  are  content  to  leave  these  funds  in  the  bank,  even 
though  the  interest  return  is  very  small.  In  a  time  of 
depression  money  is  by  far  the  most  valuable  asset  pos- 
sessed, because  the  price  of  money  goes  up  as  the  value 
of  the  commodities  goes  down.     The  movement  may 
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be  explained  by  the  following  example:  "A  sells  prop- 
erty to  B  and  puts  the  money  in  the  bank;  the  bank  in 
turn  lends  the  money  to  B  with  which  to  pay  for  the 
property." 

As  time  goes  on  a  greater  and  greater  number  of 
men  begin  to  follow  the  practice  of  disposing  of  their 
property  at  top  prices,  and  it  is  soon  observed  that  prices 
are  showing  irregularity  and  that  there  is,  on  the  whole, 
a  spasmodic  tendency  downward.  At  first,  however, 
the  mass  of  people  involved  do  not  appreciate  the  ten- 
dency of  the  times  and  hold  on.  When  prices  decline 
many  of  them  are  induced  to  borrow  more  money  rather 
than  to  liquidate.  Still  on  the  whole  the  desire  to  sell 
spreads  from  one  stratum  of  society  to  another  until  it 
becomes  general. 

When  this  period  has  been  reached  there  next  de- 
velops a  desire  on  the  part  of  the  keenest  capitalists  to 
accumulate  cash;  they  fear  an  epidemic  of  failure  and 
consequently  the  embarrassment  of  the  banks  in  which 
up  to  this  time  they  have  been  willing  to  deposit  their 
cash.  They  now  realize  that  cash  is  the  most  important 
of  all  possessions.  To  extend  the  illustration  that  was 
given  before :  A  sells  property  to  B  and  puts  the  pro- 
ceeds in  the  bank,  the  bank  lending  the  money  to  B  to 
pay  for  the  property.  A  next  draws  money  from  the 
bank,  compelling  the  bank  to  recall  the  loan  made  to 
B.  B,  not  possessing  the  money  and  being  called  upon 
to  repay  the  loan,  is  obliged  to  sell  the  property  back  to 
A  and  at  whatever  price  A  is  willing  to  pay  for  it. 
When  this  point  is  reached  many  banks  begin  to  call  in 
loans  and  as  a  consequence  suspicion  becomes  general 
throughout  the  community. 

The  final  stage  may  be  said  to  assume  in  a  general 
way  the  following  phases: 
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1.  The  failure  of  certain  large  banking  or  commer- 
cial houses,  usually  because  of  undue  expansion  of  lia- 
bilities, inducing  suspicion  of  other  bankers. 

2.  The  banks,  to  protect  themselves,  begin  to  reduce 
their  engagements.  This  means  a  general  calling  in 
of  loans  and  as  a  consequence  those  who  have  relied  upon 
continued  banking  accommodations  are  forced  into  bank- 
ruptcy. 

3.  To  prevent  insolvency,  individuals  or  institutions 
who  have  thus  relied  upon  continued  banking  accommo- 
dations and  have  been  conducting  their  business  largely 
upon  credit  will  endeavor  to  sell  the  merchandise  or  se- 
curities which  they  possess  at  the  best  price  obtainable. 
This  desire  to  sell,  moreover,  occurs  at  just  the  time 
when  the  buyers  are  most  timid.  It  must  be  clear  that 
the  result  must  be  a  violent  fall  of  prices;  and  this  fall 
of  prices  will  in  turn  cripple  many  other  dealers  and 
operators  who  are  conducting  their  business  on  borrowed 
money. 

4.  When  liquidation  becomes  thus  general  and  un- 
reasonably low  prices  prevail,  various  deposit  banks  be- 
gin to  fail,  causing  the  great  mass  of  bank  depositors 
to  take  alarm.  If  matters  do  not  change,  the  general 
public  proceeds  to  withdraw  its  bank  deposits  in  the 
form  of  cash  and  to  hoard  the  money.  A  run  of  this 
kind,  such  as  those  occurring  in  1873  and  in  1893,  strikes 
at  the  very  root  of  our  whole  credit  system.  The  cli- 
max of  the  movement  is  usually  the  deliberate  with- 
drawal of  cash  from  the  banks  by  shrewd  capitalists  and 
investors,  who  because  of  selfish  interests  are  beginning 
to  realize  possibilities  of  profit  by  providing  themselves 
with  the  means  of  purchasing  plants  and  securities  at 
ridiculously  low  prices. 

Then  follows  the  industrial  panic.     Merchants  and 
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manufacturers  confronted  with  loss  and  ruin  will  hasten 
not  only  to  dispose  of  all  pending  agreements,  but  to 
cancel  engagements  or  any  liabilities  for  the  future. 
The  result,  however,  of  this  cancellation  of  engagements 
is  the  curtailment  of  production  on  an  enormous  scale. 
Profits  are  wiped  out  and  workers  must  be  discharged. 
There  is,  therefore,  a  large  decrease  in  the  income  of 
both  employers  and  employes.  Decreased  income  in 
turn  means  decreased  purchasing  power,  and  so  we  have 
again  the  "vicious  cycle"  which  for  some  time  will  mean 
business  depression,  discouragement  and  stagnation. 

276.  Leading  theories  of  the  causes  of  depressions. — 
The  real  cause  of  trade  depressions  is  generally  admit- 
ted to  be  over-speculation  and  the  over-extension  of  the 
credit  system.  This  diagnosis,  however,  is  not  accepted 
by  all  writers  on  financial  subjects.  From  time  to  time 
various  doctrines  have  been  advanced  by  writers  on 
economics  as  the  cause  for  the  constantly  recurring  peri- 
ods of  prosperity  and  depression. 

One  school  of  economists  has  for  years  been  advanc- 
ing the  doctrine  that  great  trade  movements  are  de- 
pendent wholly  upon  the  output  of  precious  metals. 
This  doctrine  was  especially  current  during  the  panic 
of  1893,  when  the  repeal  of  our  silver  purchase  and  treas- 
ury note  inflation  legislation  coincided  with  hard  times. 
If  this  doctrine  is  correct,  it  would  seem  that  the  period 
of  boom  and  the  period  of  depression  should  bear  a 
reasonably  close  relation  to  the  production  of  the  pre- 
cious metals.  An  examination  of  financial  history 
shows,  however,  that  such  a  coincidence  does  not  always 
exist.  In  a  discussion  of  the  causes  of  panics  by  Mr. 
Alexander  Noyes  in  the  Atlantic  Monthly  for  October, 
1906,  the  author  says  that  this  doctrine  is  by  no  means 
supported  by  the  actual  state  of  affairs  preceding  our 
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great  panics.  He  shows  that  in  the  decade  ending  with 
1850  the  output  of  gold  throughout  the  world  doubled 
as  compared  with  the  ten  years  preceding,  yet  that 
decade,  especially  in  its  latter  half,  was  marked  the 
world  over  by  financial  reaction.  Again,  he  shows  that 
during  the  five  years  ending  with  1855  the  expansion  of 
the  country  was  progressing  at  an  enormous  scale.  Dur- 
ing that  period  the  whole  output  of  gold,  according  to 
the  Sotboer  method,  was  $662,500,000;  during  the  next 
five  years,  1855-1860,  the  whole  output  of  gold  was 
$670,500,000.  Yet  despite  the  fact  that  there  was  actu- 
ally an  increase  in  the  output  of  gold  during  these  five 
years,  they  are  remembered  as  years  of  panic  and  severe 
depression.  Likewise  the  disasters  of  the  years  of  1893 
and  1894  occurred  with  a  continuous  increase  in  the 
annual  supply  of  gold  production  both  in  our  own  coun- 
try as  well  as  throughout  the  world.  Mr.  Noyes  says: 
"If  commercial  booms  or  commercial  panics  occur  at 
regular  intervals  this  recurrence  can  hardly  be  ascribed 
to  the  waxing  and  waning  of  the  output  of  precious 
metals,  w^hich  are  not  regular  at  all.  That  sudden  large 
increase  in  such  production  will  help  along  financial  ex- 
pansion and  that  a  similar  sudden  decrease  will  retard 
expansion  will,  however,  hardly  be  disputed." 

Another  theory  which  was  at  one  time  strongly  ad- 
vanced, but  is  now  discredited,  is  Professor  Jevons'  fa- 
mous "sunspot  theory,"  which  he  propounded  in  1875. 
Mr.  Jevons'  attention  was  attracted  to  the  remarkable 
regularity  in  the  intervals  between  one  commercial  panic 
and  the  next.  He  found  that  for  England  the  dates  of 
such  crises  were  the  following:  1701,  1711,  1721,  1731, 
1732,  1742,  1752,  1773,  1772,  1773,  1783,  1793,  1804, 
1805,  1815,  1825,  1836,  1837,  1847,  1857,  1866,  1878. 

In  other  words.  Professor  Jevons  found  that  the  in- 
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terval  in  England  between  one  crisis  and  the  next  was 
approximately  from  ten  to  twelve  years.  In  seeking 
an  explanation  for  this  apparent  regularity  of  periods 
of  depression  he  happened  to  discover  that  these  dates 
corresponded  almost  exactly  to  the  years  when  the  max- 
imum number  of  sun  spots  were  observed.  He  there- 
fore contended  that  the  sun  spots  had  a  harmful  eiFect 
upon  the  crops,  causing  deficient  harvests,  which  in  turn 
brought  on  industrial  disaster.  Most  astronomers  and 
biologist,  however,  fail  to  agree  with  the  ingenious 
economist. 

A  more  convincing  reason  offered  as  an  explanation 
for  the  constantly  recurring  trade  cycles  is  the  theory; 
that  panics  accompany  the  so-called  cycle  of  agricul- 
tural prosperity.  This  theory  is  unlike  the  Jevons 
theory  in  that  it  does  not  assume  that  panics  necessarily 
accompany  periods  of  deficient  crops,  because  history 
shows  that  a  coincidence  between  panics  and  poor  crops 
cannot  be  traced. 

This  school  argues  that,  following  a  period  of  depres- 
sion, the  output  of  the  world's  agricultural  industry  is 
at  first  not  sufficient  to  keep  pace  with  consumption. 
With  the  increase  in  prosperity,  however,  and  the  con- 
sequent growth  in  consumption  there  follows  a  move- 
ment to  increase  the  producing  of  the  earth  and  the  ag- 
ricultural output.  The  agricultural  output  increases  so 
rapidly  as  not  only  to  overtake  the  normal  demand  of 
consumers,  but  actually  to  exceed  it.  As  soon  as  this 
point  has  been  reached  lower  prices  are  inevitable.  This 
results  in  a  loss  of  producers  and  consequently  blights 
prosperity  in  the  states  depending  upon  agriculture.  It 
is  pointed  out,  for  instance,  that  in  1890  the  Baring 
panic  in  England  was  started  by  the  diminished  profits 
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of  the  South  American  grain  fields  in  which  London  had 
invested  an  enormous  amount  of  capital. 

Upon  closer  examination  it  will  appear  that  the  cycle 
of  agricultural  prosperity  almost  coincides  in  point  of 
time  with  the  period  of  business  prosperity.  This  the- 
ory is  attacked  on  the  ground  that  it  does  not  distin- 
guish carefully  between  cause  and  effect.  Mr.  Noyes 
in  commenting  upon  it  says : 

The  fact  that  consumption  is  largest  during  periods  of  a 
commercial  boom  and  that  afterwards  at  the  moment  when  pro- 
duction has  increased  most  largely,  consumption  suddenly  de- 
clines, or  at  all  events  ceases  to  increase  at  the  previous  rate, 
may  be  itself  ascribed  to  the  influence  of  prosperity  or  adversity. 
Certainly  a  community  where  employment  is  abundant,  wages 
high  and  confidence  in  the  future  universal,  will  spend  for  food 
a  vastly  greater  amount  than  a  community  where  labor  has  sud- 
denly found  difficulty  of  employment  and  where  the  future  is 
full  of  uncertainty  .  .  .  From  this  point  of  view  it  is  quite 
as  reasonable  to  ascribe  the  vicissitudes  of  agricultural  prosperity 
to  the  ups  and  downs  of  industry  in  general  as  to  ascribe  com- 
mercial booms  and  crises  to  the  vicissitudes  of  agriculture. 

Another  theory — the  most  convincing  yet  presented — 
is  that  commercial  depressions  are  due  to  over-specula- 
tion and  an  over-extension  of  credit.  The  regularity  of 
the  twenty-year  interval  is  explained  by  most  writers 
as  being  due  to  the  fact  that  this  period  comprises  ap- 
proximately the  period  of  activity  of  a  business  genera- 
tion. Old  leaders  have  mostly  disappeared  and  new 
men  have  taken  up  the  reins  of  business. 

These  successors  have  been  trained  in  times  of  pros- 
perity and  plenty.  Hard  times  are  to  them  an  unknown 
condition.  They  feel  that  commercial  conditions  have 
changed  and  that  the  development  which  has  occurred 
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under  their  eyes  has  corrected  the  old  wasteful  system 
in  which  feverish  prosperity  alternated  with  industrial 
chaos.  It  seldom  happens  that  the  first  stages  of  any 
two  succeeding  panics  are  exactly  alike.  The  new  gen- 
eration of  business  men  fails  to  see  or  refuses  to  heed 
the  danger  signals,  and  deluding  themselves  into  a  fan- 
cied security  plunge  unprepared  into  a  financial  and  in- 
dustrial cataclysm. 

277.  Johnson's  analysis  of  the  panic  of  1907. — In  the 
Political  Science  Quarterly  for  September,  1908,  Pro- 
fessor Joseph  French  Johnson  presents  the  following 
analysis  of  the  nature  and  causes  of  the  crisis  and  panic 
of  1907: 

A  crisis  is  the  culmination  or  turning-point  of  a  period  of 
prosperity,  and  is  always  followed  by  a  period  of  liquidation, 
during  which  business  contracts  and  the  prices  of  commodities 
and  securities  decline.  It  is  essentially  an  event  connected  with 
the  use  or  abuse  of  capital.  A  panic  is  a  temporary  paralysis 
of  a  country's  credit  system  and  may  be  caused  by  any  condi- 
tions which  undermine  the  confidence  on  which  credit  is  founded. 
A  crisis  is  not  always  attended  by  a  panic,  and  panics  some- 
times occur  in  years  not  marked  by  crises.  For  example,  in  the 
summer  of  1903  there  was  a  crisis  in  the  investment  of  capital 
in  corporate  enterprises,  but  there  was  no  panic.  On  the  other 
hand,  in  1896,  near  the  end  of  the  long  period  of  liquidation  fol- 
lowing the  crisis  and  panic  of  1893,  President  Cleveland's  Vene- 
zuela message  caused  a  small  stock-market  panic  in  Wall  Street. 
When  a  crisis  is  not  attended  by  panic  phenomena,  the.  course  of 
the  subsequent  period  of  liquidation  is  normal  and  entirely  sat- 
isfactory: the  necessary  readjustment  of  prices  and  wages  is 
made,  speculative  enterprises  collapse,  and  weak  business  houses 
go  into  bankruptcy,  but  concerns  which  have  managed  their  af- 
fairs with  prudence  suffer  only  a  temporary  reduction  of  profits. 
When  panic  attends  a  crisis  many  really  solvent  business  houses 
are  crushed.     Crises  are  doubtless  inevitable,  for  the  conditions 
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leading  up  to  them  oould  be  prevented  only  by  a  more  than  hu- 
man combination  of  sagacity  and  discretion.  Panics,  however, 
are  unnecessary ;  they  are  almost  invariably  the  product  of 
remediable  defects  of  the  credit  system. 

The  crisis  of  1907  took  place  in  January,  the  panic  in  Oc- 
tober. The  crisis  was  a  world-wide  affair,  being  felt  in  all  coun- 
tries where  gold  was  the  standard  money.  The  panic  was  a  local 
manifestation,  being  confined  to  the  United  States. 

The  crisis  which  began  in  January,  1907,  was  the  effect  pri- 
marily of  the  exhaustion  of  capital  funds  by  wars,  industrial 
and  general  business  requirements  and  speculation;  and  it  was 
more  severe  in  this  country  than  elsewhere  because  our  banking 
institutions  had  made  unduly  heavy  advances  on  securities,  had 
suffered  their  cash  reserve  to  dwindle  to  the  danger  point  and 
had  not  properly  increased  their  assets  by  the  enlargement  of 
their  capital  and  surplus  accounts.  The  crisis  was  marked  at 
the  start  by  a  rapid  decline  of  stocks  in  the  month  of  January, 
1907 — a  decline  that  was  not  checked  until  the  end  of  March. 
This  drop  of  stocks,  which  has  passed  into  history  as  the  "silent 
panic,"  was  due  in  the  main  to  the  fact  that  certain  large  inter- 
ests were  obliged  to  sell  and  that  there  were  no  buyers  willing 
or  able  to  pay  the  high  prices  at  which  stocks  were  quoted  at 
the  beginning  of  the  year.  During  1906,  on  account  of  needs 
that  seemed  imperative,  railroads  and  other  corporations  had 
subjected  the  money  market  to  intense  strain  by  their  issues  of 
new  stocks  and  bonds.  As  business  was  active  in  Europe,  the 
Bank  of  England  had  been  forced  to  raise  its  rate  of  interest  to 
six  per  cent  in  order  to  protect  its  gold  reserve.  Railroad 
earnings  had  been  large  during  1906,  but  Congress  had  passed 
the  Hepburn  Rate  bill  and  among  investors  there  was  a  fear 
that  the  future  of  railroads  was  under  a  cloud.  The  important 
factor,  however,  was  the  shortage  of  capital  as  compared  with 
the  vigorous  demand  for  it  from  merchants  and  manufacturers 
all  over  the  country.  The  country  banks,  in  order  to  take  care 
of  their  home  customers,  were  obliged  to  drop  their  loans  on  se- 
curities, and  these  had  to  be  sold  by  the  owners,  for  the  New 
York  banks  were  unable  to  make  advances  on  them. 
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The  situation  was,  in  many  respects,  similar  to  that  which 
prevailed  in  1903,  when  the  New  York  banks  found  themselves 
burdened  with  collateral  of  declining  value.  There  had  then 
been  two  years  of  great  activity  in  the  stock  market  and  large 
issues  of  the  stocks  of  industrial  corporations  had  been  under- 
written and  put  upon  the  market.  The  financiers  had  over- 
estimated the  capacity  of  the  public  to  digest  securities.  In 
other  words,  there  was  then  a  shortage  in  the  supply  of  invest- 
ment funds  and  an  imperious  need  for  money  in  business,  which 
made  necessary  the  withdrawal  of  support  from  Wall  Street. 
That  crisis  was  temporary  in  its  effects,  being  confined  mainly 
to  the  financial  market.  Nevertheless,  for  a  year  the  country's 
business  ceased  to  expand,  some  industries  were  obliged  to  curtail 
operations,  and  the  total  of  failures  was  unusually  large. 

The  crisis  of  1907,  if  our  banking  system  could  have  stood 
the  strain,  would  probably  have  been  only  a  little  more  severe 
than  that  of  1903.  In  1907  the  country's  business  was  more 
expanded;  the  prices  of  securities  and  of  commodities  were 
higher;  debts  were  bigger;  there  were  in  existence  more  new 
enterprises  whose  prosperity  depended  on  the  continuance  of 
boom  times;  and  more  money  was  locked  up  in  unproductive 
real  estate  and  worthless  mining  stocks.  All  this  meant  that  a 
more  painful  and  probably  longer  period  of  liquidation  was  nec- 
essary than  in  1903;  but  there  should  have  been  no  panic;  no 
sudden  or  general  shut-down  of  factories,  no  long  list  of  fail- 
ures, no  army  of  unemployed  men.  We  should  have  had  a  year 
or  two  of  enforced  economy,  of  sagging  commodity  prices,  of 
part-time  employment  of  labor  and  of  reduced  dividends,  but 
not  a  year  or  more  of  worry  and  distress. 

There  are  several  good  reasons  why  this  critical  year  might 
have  been  lived  through  without  panic  and  without  a  single 
sound  concern  being  pushed  to  the  wall.  I  shall  stop  to  men- 
tion only  two  of  them. 

First,  the  great  industries  of  this  country  are  in  very  strong 
hands.  Whatever  may  be  the  evils  of  industrial  combinations, 
there  can  be  no  doubt  about  one  of  their  great  benefits:  they 
bring  the  greatest  industrial  wisdom  the  country  possesses  to 
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bear  upon  the  employment  of  capital.  We  may  not  approve  of 
all  their  policies  nor  of  some  of  their  methods,  yet  we  must 
admit  that  the  men  who  are  managing  the  dozen  great  railroad 
systems  of  the  United  States  and  the  great  industrial  combina- 
tions in  steel,  copper,  leather  and  other  important  staples,  are 
vastly  better  qualified  for  their  work  than  were  the  thousands 
of  small  men  who  were  in  control,  and  were  working  at  cross 
purposes  with  one  another,  in  the  same  fields  twenty  years  ago. 
This  is  a  matter  which  the  public  does  not  generally  under- 
stand. Everybody  admits  that  capital  is  timid ;  yet  the  average 
man  fails  to  see  that,  since  the  timidity  of  capital  must  make  it 
eager  to  avoid  unnecessary  risks,  it  must  follow  that  the  large 
o^Tiers  of  capital  will  be  willing  to  entrust  the  management  of 
their  affairs  only  to  men  of  the  clearest  heads,  strongest  wills 
and  highest  characters.  The  day  of  the  financial  pirate  and 
freebooter  in  the  United  States  has  come  almost  to  an  end. 
This  is  not  recognized  by  the  American  people,  and  President 
Roosevelt  may  have  some  doubt  about  it,  but  I,  for  one,  am 
convinced  that  it  is  so.  And  it  is  because  the  great  manufac- 
turing and  transportation  interests  of  this  country  are  now  under 
the  direction  of  our  ablest  business  men,  who  know  and  would 
avoid  the  evils  of  fluctuating  prices,  panics  and  unemployed  la- 
bor, that  I  believe  the  capital  and  stock  market  crisis  of  1907 
would  have  brought  no  great  shock  to  this  country  if  our  bank- 
ing and  currency  system  had  not  been  inherently  and  funda- 
mentally unsound. 

A  second  great  strengthening  force,  which  was  lacking  in 
1893,  is  found  in  the  financial  condition  of  the  agricultural 
classes.  Twenty  years  ago  the  western  farmer  was  carrying 
heavy  mortgages.  To-day  he  belongs  to  the  capitalist  class. 
Farmers  have  profited  by  the  rise  of  prices  during  recent  years : 
they  have  gotten  out  of  debt  and  have  saved  money.  The  panic 
of  October  caused  very  little  disturbance  in  rural  communities, 
and  the  subsequent  depression  of  industry  has  given  the  farmer 
little  concern.  That  the  agricultural  classes  are  in  good  con- 
dition is  indicated  by  the  fact  that  bank  clearings  in  the  smaller 
western  and  southern  cities  were  almost  as  large  in  June,  1908, 
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as  during  the  same  month  in  any  previous  year.  As  farming 
is  our  basic  industry,  so  the  farmer  is  our  most  important  con- 
sumer. Since  he  is  now  in  an  easy  condition,  our  industries 
are  not  hkely  to  suffer  long  from  a  weak  demand  for  their 
products. 

The  reader  will  be  justified  in  inferring  from  the  foregoing 
that  I  do  not  regard  the  panic  of  1907  as  a  great  industrial  and 
financial  cataclysm,  such  as  were  the  panics  of  1873  and  1893. 
I  certainly  do  not.  On  the  surface,  the  events  of  1907  were 
more  startling,  more  spectacular,  more  unexpected  than  the 
events  of  either  1873  or  1893.  There  was  a  greater  fall  of 
prices  in  the  stock  markets;  rates  of  interest  here  and  in  the 
great  centers  of  Europe  were  lifted  higher;  there  were  more 
evidences  of  popular  excitement,  more  runs  upon  banks,  larger 
issues  of  emergency  currency,  more  hoarding  of  money  and  a 
longer  period  of  bank  suspension.  All  these  phenomena,  how- 
ever, are  superficial.  They  can  be  produced  at  any  time  by  un- 
reasoning fright.  They  tell  no  story  whatever  with  regard  to 
the  fundamental  conditions  of  trade  and  industry. 

The  panic  itself  was  the  product  of  a  combination  of  circum- 
stances: the  exhausted  lending  power  of  banks,  their  lack  of 
organization  and  unity,  the  crop-moving  demand  for  cash  and, 
finally,  a  public  with  nerves  set  on  edge  by  the  insurance  scandals, 
Mr.  Lawson's  romance  about  the  "system,"  President  Roosevelt's 
tirades  against  predatory  wealth  and  various  dire  prophesies 
uttered  by  leaders  in  financial  and  industrial  affairs. 

Among  the  panic-producers  we  must  also  reckon  the  cur- 
rency reformers.  It  is  astonishing  how  little  the  average  busi- 
ness man  knows — or  did  know  two  years  ago — about  the  way 
banks  are  run.  About  two  years  ago  the  newspapers  began  to 
take  an  interest  in  the  currency.  Their  editorials  and  articles, 
showing  how  dependent  every  bank  is  upon  the  solvency  of 
other  banks,  how  helpless  all  would  be  in  case  of  a  panic,  and 
how  the  magnificent  total  of  their  deposits  represents  a  gigantic 
indebtedness  created  by  loans  and  many  times  exceeding  the 
amount  of  cash  in  the  country,  undoubtedly  possessed  for  many 
readers  an  unsuspected  "news"  value.     "What  would  happen 
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if  all  the  depositors  wanted  their  money  at  the  same  time?" 
That  question  was  in  people's  minds  more  than  ever  before,  and 
there  was  only  one  answer — panic. 

In  a  country  having  a  model  banking  system — such  a  system 
as  experience  has  thus  far  shown  to  be  best — no  combination 
of  evil  conditions  could  cause  general  loss  of  confidence  in  banks. 
On  the  other  hand,  under  the  banking  system  of  the  United 
States,  no  augmentation  of  cash  reserves  and  no  guaranteeing 
of  deposits  will  save  us  from  panic.  Unless  the  reserves  equaled 
100  per  cent  of  deposits,  in  which  case  the  bank  would 
cease  to  be  a  credit  institution  and  become  a  mere  safe-deposit 
vault,  the  time  would  come  when  frightened  people  would  ques- 
tion the  ability  of  the  guarantor  and  insist  upon  the  conversion 
of  their  deposits  into  cash.  Our  banks  had  an  abundance  of 
cash  last  October,  but  millions  of  it  were  hoarded  where  it  was 
not  wanted  and  the  other  millions  were  so  scattered  among 
16,000  institutions  that  there  was  weakness  and  terror  every- 
where and  strength  and  confidence  nowhere.  If,  when  the 
Knickerbocker  Trust  Company  closed  its  doors,  our  bankers  had 
displayed  confidence  and  had  adopted  a  liberal  policy  toward 
borrowers,  the  day  might  have  been  saved:  or  if  the  Clearing 
House  banks  of  New  York  had  supported  the  Knickerbocker 
Trust,  as  the  Bank  of  England  supported  the  Barings  in  1890, 
there  would  probably  have  been  no  panic.  However,  we  have 
no  right  to  blame  the  country  banks  because  they  grabbed  all 
the  money  in  sight,  nor  the  New  York  banks  because  they  let 
the  Knickerbocker  go  down.  Both  banks  and  depositors  were 
in  the  meshes  of  a  system,  not  the  bogy  system  of  Mr.  Lawson, 
but  an  artificial,  law-imposed  system,  which  made  it  impossible 
for  the  strong  to  succor  the  weak  or  for  the  weak  to  utilize  their 
own  resources  in  self-defence. 


CHAPTER  XXX 

TESTS  OF  FINANCIAL  AND  INDUSTRIAL  CONDITIONS 

278.  Investigation  to  discover  the  financial  condition 
of  the  country. — Every  speculator  endeavoring  to  define 
the  future  course  of  the  stock  market  gives  serious  at- 
tention to  the  condition  of  trade  and  industry,  and  to 
the  probable  effects  which  it  will  have  upon  the  prices 
of  securities.  He  understands  in  most  cases  the  phe- 
nomena of  trade  cycles  and  he  endeavors  from  the  ex- 
perience of  the  past  to  locate  as  closely  as  possible  the 
position  of  the  country  in  the  time  of  cycle.  Having 
done  this  he  forecasts  the  probable  course  of  events  dur- 
ing the  next  few  months.  The  professional  speculator 
endeavors  to  take  advantage  of  the  conditions  as  they 
exist,  discounting  both  the  rise  and  decline,  profiting 
alike  by  the  prosperity  and  misfortune  of  his  country. 
The  situation  which  he  endeavors  to  define  has  been 
summed  up  very  picturesquely  by  Frederick  Engels  as 
follows : 

The  whole  industrial  and  commercial  world-production  and 
exchange,  among  all  civilized  people  .  .  .  are  thrown  out 
of  joint  about  once  every  ten  years.  Commerce  is  at  a  stand- 
still, the  markets  are  glutted,  products  accumulate,  as  multi- 
tudinous as  they  are  unsalable,  hard  cash  disappears,  credit  van- 
ishes, factories  are  closed,  the  mass  of  the  workmen  are  in  want 
of  the  means  of  subsistence  because  they  have  produced  too  much 
of  the  means  of  subsistence,  bankruptcy  follows  upon  bank- 
ruptcy, execution  upon  execution.  The  stagnation  lasts  for 
years ;  productive  forces  and  products  are  wasted  and  destroyed 
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wholesale,  until  the  accumulated  mass  of  commodities  finally 
filter  off,  more  or  less  depreciated  in  value,  until  production  and 
exchange  gradually  begin  to  move  again.  Little  by  little  the 
pace  quickens.  It  becomes  a  trot.  The  industrial  trot  breaks 
into  a  canter,  the  canter  in  turn  grows  into  the  headlong  gallop 
of  a  steeple-case  of  industry,  commercial  credit  and  speculation, 
which  finally,  after  breakneck  leaps,  ends  where  it  began — in 
the  ditch  of  a  crisis.     And  so  over  and  over  again. 

The   practical  benefits,   however,   of  understanding 
trade  cycles  depends  upon  the  ability  so  to  read  signs  as 
to  determine  the  condition  of  the  country  at  the  time. 
What  then  should  the  speculator  look  for  in  forming 
his  judgment  of  the  probable  trend  of  events  in  the  near 
future  and  in  determining  the  actual  condition  of  in- 
dustry in  the  country  at  the  time?    There  are  a  number 
of  factors  to  be  taken  into  consideration.     First  is  the 
volume  of  bank  clearings  for  the  one  hundred  and  fifteen 
clearing  houses  operated  in  the  United  States.     These 
clearing  houses  report  weekly  their  total  clearings,  which 
are  tabulated  by  various  journals  and  publications  at 
frequent  intervals.     The  volume  of  bank  clearings  is 
important  because  it  indicates  the   activity  of  trade. 
Every  check  which  is  given  by  one  man  to  another  in 
payment  of  a  debt  or  in  fulfillment  of  some  obligation, 
with  the  exception  of  those  which  happen  to  be  turned 
over  to  men  who  are  depositors  in  the  same  bank  as  the 
drawer  or  maker  of  the  check,  passes  through  the  clear- 
ing house.     As  a  consequence  the  volume  of  bank  clear- 
ings means  practically  the  total  amount  called  for  by 
all  of  the  checks  of  the  country  drawn  during  the  year. 
The  volume  of  clearings  increases  in  good  times  and 
falls  off  in  times  of  depression.     When  industry  is  ac- 
tive and  trading  is  brisk  transactions  are  frequent,  and 
in  addition  the  high  prices  which  are  demanded  for  se- 
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curities  and  commodities  under  such  conditions  make  the 
total  amount  involved  in  such  transactions  larger  than 
when  prices  are  depressed.  As  a  consequence  we  find 
that  bank  clearings  are  enlarged  during  prosperous 
years,  which  are  almost  always  years  of  high  prices.  On 
the  other  hand  periods  of  stagnation  materially  diminish 
the  total  bank  clearings.  Business  is  stagnant  and  man- 
ufacturers and  dealers  make  few  sales.  The  number  of 
checks  passing  around  from  hand  to  hand  is  conse- 
quently reduced.  In  addition  the  depressed  prices 
which  prevail  in  hard  times  means  that  the  total  amount 
cleared  by  the  reduced  number  of  checks  will  be  still 
smaller.  This  shrinkage  is,  of  course,  reported  in  the 
statistics  turned  in  by  the  clearing  house.  The  follow- 
ing table  from  1897  to  1907  shows  the  fluctuations  in  the 
bank  clearings  during  the  last  decade: 

1897  57,000,000,000 

1898  68,000,000,000 

1899 94,000,000,000 

1900  86,000,000,000 

1901  118,000,000,000 

1902  118,000,000,000 

1903  109,000,000,000 

1904  112,000,000,000 

1905  143,909,000,000 

1906  159,808,000,000 

1907  154,662,000,000 

It  will  be  noticed  that  the  halt  in  the  progress  of  in- 
dustry in  1900  and  again  in  1903  is  shown  by  the  reduced 
volume  of  clearings  in  these  years,  while  the  effects  of 
the  panic  occurring  in  the  last  two  months  of  1907  are 
reflected  in  the  volume  of  clearings  for  that  year. 

The  speculative  interests  also  use  another  standard 
in  judging  the  activity  of  trade  and  particularly  of  the 
condition  of  the  banks.  They  make  comparisons  of  the 
deposits,  loans  and  cash  reserves  of  the  banks  somewhat 
as  follows : 
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Deposits        Loans         Cash 

1897 1,669,000,000  1,886,000,000  420,281,000 

1898 1,982,000,000  2,158,000,000  440,000,000 

1899 2,232,000,000  2,299,000,000  508,000,000 

1900 2,481,000,000  2,481,000,000  476,000,000 

1901 2,754,000,000  2,814,000,000  552,000,000 

1902 2,982,000,000  3,128,000,000  561,000,000 

1903 3,159,000,000  3,350,000,000  570,000,000 

1904 3,300,000,000  3,469,000,000  614,000,000 

1905 3,612,000,000  3,728,000,000  669,000,000 

1906 4,088,000,000  4,071,000,000  668,000,000 

1907 5,256,000,000  4,678,000,000  701,000,000 


The  information  which  is  furnished  by  such  a  com- 
parison falls  under  three  heads.  The  first  concerns  the 
volume  of  deposits.  Periods  of  prosperity  during  which 
people  make  satisfactory  profits  mean  an  increase  in 
bank  deposits.  On  the  other  hand  a  shrinkage  in  de- 
posits— which  seldom  occurs — or  a  shrinkage  in  the 
rapidity  of  growth,  indicates  stagnant  conditions.  The 
banker  watches  in  this  connection  even  more  eagerly  the 
relation  of  the  cash  reserve  to  the  deposits.  The  above 
table  shows  that  during  the  years  1897  to  1907,  for  ex- 
ample, the  deposits  in  national  banks  increased  from 
$1,669,000,000  to  $5,256,000,000,  while  the  cash  reserve 
increased  from  $420,281,000  to  $701,000,000— that  is 
to  say,  the  ratio  of  cash  holdings  to  loans  in  1897 
amounted  to  22  per  cent,  whereas  in  1907  the  ratio  had 
fallen  to  16  per  cent.  This  ratio  of  cash  reserve  to  de- 
posits is  significant  as  showing  the  inherent  strength 
which  lies  behind  the  banking  situation.  The  small  cash 
reserve  indicates  that  the  banks  are  finding  it  difiicult  to 
meet  the  requirements  of  the  law  to  maintain  a  specified 
cash  reserve  for  every  dollar  of  deposits.  A  large  ratio 
of  cash  to  deposits  indicates  an  easy  financial  condition 
and  reserve  power  in  the  banks  which  can  be  called  upon 
to  meet  any  emergencies. 

The  conditions  which  brought  about  the  panic  of  1907 
could  have  been  foreseen,  and  were  in  fact  predicted  by 
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many  observers,  from  the  conditions  which  are  shown  in 
this  comparison.  The  constant  fall  in  cash  reserves 
meant  that  the  banks  had  reached  the  point  beyond  which 
they  could  go  no  further.  It  only  needed,  therefore, 
the  slightest  unfavorable  development  to  precipitate  seri- 
ous trouble.  The  situation  which  existed  was  summa- 
rized by  the  Commercial  and  Financial  Chronicle  as  fol- 
lows: 

It  cannot  be  said  that  there  was  any  period  of  ease  in  money 
throughout  the  year  1906.  At  no  time  did  the  rate  of  discount 
as  regards  the  banks  go  lower  than  3%  per  cent  and  in  the 
autumn  of  1906  it  rose  successively  to  4  and  5  and  finally  to 
the  unusual  ligure  of  6  per  cent.  In  1907  it  rose  to  the  very 
unusual  rate  of  7  per  cent.  At  four  different  times  during  the 
year  1906  the  New  York  Clearing  House  Banks  showed  a 
deficiency  iii  the  S5  per  cent  requirement.  In  the  last  ten  years 
the  average  interest  rate  for  time  money  had  risen  ap- 
proximately from  about  37/10  per  cent  to  67/10  per 
cent.  An  increased  rate  for  time  money  necessarily  means 
a  decline  to  low  prices  for  bonds,  preferred  stocks,  or  other 
securities  having  a  fixed  rate  of  income.  The  result  has  been 
that  during  the  last  six  years  the  highest  grade  of  national, 
municipal  and  railroad  bonds  of  the  world  have  declined  an 
average  of  about  20  per  cent.  The  holders  of  British  con- 
sols, it  has  been  said,  during  the  last  eight  years  have  not  only 
lost  as  much  in  the  shrinkage  of  the  value  of  consuls  as  they 
have  received  in  interest  rates,  but  they  lost  the  difference  in 
purchasing  power  (35  per  cent)  between  what  one  hundred 
pounds  sterling  would  have  bought  then  and  what  it  will  buy 
now. 

279.  Investigation  to  ascertain  industrial  conditions, — 
Turning  from  the  field  of  banking  to  the  field  of  indus- 
try the  speculator  investigates  the  condition  of  certain 
industries  which  he  regards  as  typical  of  the  entire  busi- 
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ness  of  the  country.  The  business  which  is  generally  ac- 
cepted as  reflecting  most  accurately  the  condition  of  the 
country  is  the  iron  and  steel  industry.  To  this,  there- 
fore, the  speculator  directs  special  attention.  The  rea- 
son why  the  iron  and  steel  business  furnishes  the  best 
basis  for  judging  industrial  conditions  is  interesting. 
The  demand  for  iron  and  steel  comes  largely  from  two 
sources.  The  first  class  of  purchases  is  for  the  renewal 
of  iron  and  steel  work  which  has  been  in  place  for  several 
years.  Illustrations,  for  example,  are  furnished  by  the 
purchase  of  steel  rails  by  the  railroads  to  replace  those 
which  are  worn  out,  and  the  purchase  of  steel  by  locomo- 
tive builders,  ship  builders  and  boilermakers  to  replace 
machinery  which  has  become  unfit  for  service.  The  sec- 
ond source  of  the  demand  for  iron  and  steel  comes  about 
through  the  large  new  construction  enterprises  which  are 
carried  on  in  good  times.  New  railroads  are  built,  old 
lines  are  double  tracked,  the  increased  volume  of  traffic 
calls  for  more  cars  and  locomotives.  Almost  all  rail- 
roads at  the  present  time  buy  steel  cars  when  making  new 
purchases.  Locomotives  are  made  almost  entirely  from 
this  metal.  New  ships  are  built,  electric  railways  are 
constructed,  causing  heavy  demands  for  steel  rails,  power 
houses  are  enlarged,  using  great  quantities  of  steel. 
New  office  buildings  are  constructed,  demanding  a  large 
quantity  of  structural  steel  for  the  frame  work  which 
carries  the  entire  building,  and  again  wooden  bridges  are 
replaced  with  steel  structures.  In  fact,  there  is  hardly 
any  new  work  undertaken  which  does  not  call  for  a  con- 
siderable amount  of  steel  in  order  to  carry  it  to  comple- 
tion. 

The  steel  business  therefore  is  more  intimately  asso- 
ciated with  the  prosperity  of  the  country  than  is  any 
other  business.     In  periods  of  good  times  the  demand 
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frequently  far  exceeds  the  supply  for  months  and  years 
at  a  time.  Buyers  are  forced  to  book  their  orders  a  year 
or  more  in  advance  and  to  patiently  await  the  ability  of 
the  steel  companies  to  deliver. 

In  hard  times,  however,  there  are  few  industries 
which  are  more  severely  hit  by  the  depression  than  the 
iron  and  steel  business.  The  demand  for  new  work  al- 
most immediately  ceases,  for  funds  are  not  forthcoming 
and  the  situation  does  not  invite  the  launching  of  new 
ventures.  On  the  other  hand,  however,  the  demand  for 
steel  for  purposes  of  renewal  is  very  largely  reduced,  if 
not  entirely  cut  off.  The  ordinary  concern  finds  its 
funds  fully  used  in  meeting  the  necessary  requirements 
of  the  business  without  spending  considerable  sums  in 
the  improvement  of  its  plant. 

Since  steel  is  manufactured  in  so  many  forms,  the 
work  of  compiling  statistics  for  the  production  of  this 
product  is  exceedingly  difiicult.  Practically  all  of  the 
iron  which  is  produced  at  the  present  time  is  turned  into 
steel  and  it  is  therefore  more  convenient  and  equally  as 
satisfactory  for  the  speculative  and  financial  interests  to 
use  the  production  of  pig  iron  as  a  gauge  of  industrial 
activity.  The  record  of  decade  ending  in  1907  was  as 
follows : 

TONS  OF  PIG  IRON  PRODUCED. 

1897  9,652,680 

1898  11,773,934 

1899  13,620,703 

1900  13,789,242 

1901  15,878,354 

1902  17,821,307 

1903  18,009,252 

1904  16,497,033 

1905  22,992,380. 

1906  25,307,191 

1907  25,781,361 

280.  Significance  of  railway  earnings, — Another 
gauge  used  with  equal  frequency  and  upon  which  great 


TESTS  OF  FINANCIAL  CONDITIONS  401 

reliance  is  placed  is  the  record  of  railway  earnings  for 
the  United  States.  The  railroads  are  required  by  law 
to  report  this  information  to  the  Inter- State  Commerce 
Commission  at  regular  intervals.  This  body  tabulates 
these  reports  and  issues  the  results  from  time  to  time. 
In  addition  certain  financial  publications,  notably  the 
Commercial  and  Financial  Chronicle^  performs  this  work 
at  more  frequent  intervals.  These  figures  are  carefully 
perused  by  the  investor  or  speculator.  The  record  for 
the  decade  ending  in  1906  of  the  gross  earnings  of  the 
railroads  was  as  follows: 

GROSS  EARNINGS  OF  RAILROADS. 

1896  $   879,000,000 

1897  974,000,000 

1898  1,050,000,000 

1899  1,128,000,000 

1900  1,216,000,000 

1901  1,495,000,000 

1902  1,542,000,000 

1903  1,753,000,000 

1904  1,755,000,000 

1905  1,907,000,000 

1906  2,131,000,000 

The  reasons  that  railway  earnings  are  such  a  sat- 
isfactory barometer  can  be  easily  understood.  The  earn- 
ings of  the  railroads  arise  from  four  sources ;  first,  from 
the  carrying  of  freight;  second,  from  passenger  traffic; 
third,  from  mail,  express  and  miscellaneous  matter; 
fourth,  the  income  received  by  railroads  from  their  in- 
vestments. Each  of  these  sources  of  income  feels  keenly 
each  change  in  industrial  conditions.  The  freight  traf- 
fic measures  accurately  the  volume  of  business  conducted 
by  the  country.  Most  of  the  products  which  are  bought 
or  sold  in  commerce  and  trade  are  handled  at  some  time 
or  other  by  the  railroads.  The  transportation  from  the 
farm  or  the  factory  to  the  consumer  yields  traffic  to  the 
railroads  and  contributes  to  its  income.     The  volume  of 
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its  business  depends  practically  upon  the  industrial  condi- 
tion of  the  country.  The  freight  traffic  of  the  railroads 
decreases  in  hard  times  and  increases  in  periods  of  pros- 
perity. To  a  certain  extent  the  rates  charged  for  the 
handling  of  business  fluctuate  in  the  same  manner. 

The  passenger  traffic  is  made  up  of  those  who  travel 
for  pleasure  or  business.  In  periods  of  hard  times  the 
travel  for  pleasure  is  reduced.  Stagnation  in  business 
also  decreases  passenger  travel,  for  trade  being  dull 
many  drummers  are  discharged  or  make  fewer  trips. 

The  third  source  of  income  is  similarly  affected.  The 
volume  of  mail  and  express  varies  with  the  conditions  of 
trade.  Active  business  means  more  letters  and  a  heavier 
express  business. 

The  final  source  of  the  railroads'  income  also  fluctu- 
ates with  changing  industrial  conditions.  There  are 
many  railroads  in  the  United  States  which  hold  an  enor- 
mous quantity  of  the  securities  of  other  roads.  These 
are  purchased  to  assist  the  holding  railway  in  carrying 
out  some  project  by  securing  in  this  manner  the  coopera- 
tion of  the  road  whose  stock  is  owned., Industrial  depres- 
sion is  likely  to  bring  on  a  decrease  in  the  dividends  paid 
upon  these  securities.  The  railroad  whose  securities  are 
owned  finds  in  many  cases  that,  because  of  a  decrease  in 
the  receipts  derived  from  freight,  passenger  and  mis- 
cellaneous business,  it  must  reduce  its  disbursements  to 
its  stockholders.  This  means  a  reduction  in  the  income 
received  by  the  holding  company  from  its  investments. 

281.  Significance  of  conditions  in  the  bond  market, 
— Various  other  standards  are  used  in  endeavoring  ac- 
curately to  analyze  the  situation.  Considerable  atten- 
tion is  always  paid  to  the  volume  of  new  issues  of  munici- 
pal and  corporate  bonds  which  are  put  out  from  time  to 
time,  and  the  success  which  is  met  with  in  their  sale. 
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When  a  ready  market  exists  and  bonds  can  be  sold  with 
little  difficulty  at  good  prices,  the  situation  is  regarded 
as  encouraging.  When,  however,  bonds  can  be  sold  only 
at  a  heavy  discount  or  by  offering  unusually  high  rates 
of  interest  it  is  recognized  that  the  situation  is  dangerous. 
The  continuance  of  industrial  prosperity  is  dependent 
upon  the  abihty  of  corporations  to  borrow  money  by  the 
sale  of  bonds.  Almost  all  of  our  large  corporations  are 
chronic  borrowers. 

Corporations  can  raise  money  either  by  the  sale  of 
stock,  by  the  sale  of  bonds  or  by  the  sale  of  short  time 
notes.  The  sale  of  stock  has  certain  disadvantages.  In 
the  first  place  the  corporation  likes,  if  possible,  to  have 
a  new  issue  bought  by  the  same  interests  which  hold  that 
already  outstanding.  In  this  way  the  control  of  the  com- 
pany will  remain  in  the  same  hands.  The  sale  of  stock, 
therefore,  except  under  special  conditions,  is  not  gener- 
ally looked  upon  with  favor  by  stockholders  because  it 
forces  them  to  increase  their  investment  in  order  to  in- 
sure the  continuance  of  their  control.  In  addition  the 
stockholders  look  upon  themselves  as  the  owners  of  the 
company.  They  realize  that  the  bond  holders  are  its 
creditors  and  that  to  them  belongs  nothing  except  the 
interest  for  which  they  have  bargained. 

To  secure  new  funds  by  the  issue  of  stock  is  frequently 
regarded  as  inexpedient  because  the  money  thus  secured 
must  command  a  higher  return  than  would  have  to  be 
paid  for  its  use  had  it  been  raised  by  the  sale  of  bonds. 
A  corporation  in  high  credit  can  in  normal  times  raise 
funds  by  selling  bonds  carrying  about  a  four  per  cent  in- 
terest rate.  The  stock  of  the  same  corporation  may  pay 
six  or  seven  dividends.  For  every  thousand  dollars  of 
new  capital  secured  by  the  sale  of  bonds  the  annual 
charge  upon  the  corporation  will  be  forty  dollars,  while 
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if  it  is  secured  by  a  new  issue  of  stock  the  corporation 
must  provide  sixty  or  seventy  dollars  in  order  to  pay  the 
dividend.  This  extra  outlay  brings  no  benefit  to  the 
original  stockholders.  It  is  to  their  interest  to  secure  the 
new  money  as  cheaply  as  possibly  and  the  sale  of  bonds 
appeals  to  them,  for  the  extra  twenty  or  thirty  dollars 
upon  each  thousand  dollars  of  capital  can  then  be  di- 
vided among  themselves  instead  of  being  distributed  to 
those  furnishing  the  new  money. 

The  determination  whether  the  corporation  shall  raise 
money  by  the  sale  of  stocks  and  bonds  is  therefore  a  mat- 
ter which  depends  largely  upon  the  situation  of  the  com- 
pany and  the  attitude  of  its  shareholders.  The  larger 
proportion  of  the  new  capital  is  usually  secured  by  the 
sale  of  bonds. 

All  of  our  large  corporations  must  constantly  expand 
and  enlarge  their  plants.  It  is  immaterial  whether  it  is 
a  steel  company,  a  railroad  corporation  or  a  copper  com- 
pany. New  funds  must  be  provided  in  order  to  con- 
struct new  plants  and  provide  the  additional  facilities 
required  to  provide  for  the  growing  business.  A  policy 
of  non-extension  invites  competition  and  soon  puts  the 
corporation  in  a  position  where  it  is  overshadowed  by 
its  more  progressive  rivals.  The  enlargement  and  ex- 
tension of  the  plants  of  corporations,  as  we  have  seen, 
provides  a  market  for  a  large  proportion  of  the  out- 
put of  our  great  industrial  companies.  New  construc- 
tion involving  large  expenditures  is  necessary  in  order 
to  keep  the  steel  mills  fully  employed.  Locomotive 
and  car  builders,  in  many  ways,  are  dependent  upon  the 
necessity  of  additional  equipment  in  order  to  keep  their 
plants  running  at  full  time.  There  is  scarcely  any  plant 
or  industry  engaged  in  the  production  of  machinery, 
tools  or  building  material  which  does  not  rely,  to  a  large 
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extent,  upon  the  business  arising  from  the  enlargement 
of  existing  plants  or  the  construction  of  new  ones. 

So  long,  therefore,  as  money  is  available  all  over  the 
country  and  especially  in  the  newer  districts  such  as 
those  in  the  west  and  south,  armies  of  workers  are  dig- 
ging tunnels,  laying  tracks,  building  bridges  and  build- 
ings, while  in  the  rail  mills,  the  equipment  shops,  the 
mines  and  the  lumber  camps  another  army  is  busy  pro- 
ducing the  materials  and  machinery  for  this  new  con- 
struction. If  the  investor  does  not  buy  the  bonds  and 
the  stocks  of  the  corporation  which  is  doing  this  work, 
the  work  must  slacken  everywhere,  and  in  many  places 
entirely  stop,  while  the  new  work  which  must  be  con- 
tinually coming  forward  to  take  the  place  of  completed 
undertakings  in  maintaining  the  demand  for  materials 
and  labor,  wiU  not  be  begun.  The  continuance  of  pros- 
perity, therefore,  depends  on  an  active  security  market, 
upon  the  ready  sale  of  bonds  and  stocks,  and  also  neces- 
sarily upon  an  easy  loan  market  from  which  the  funds 
to  buy  securities  are,  in  the  first  instance,  derived. 

In  the  volume  on  Corporation  Finance  a  complete 
explanation  is  given  of  the  way  in  which  new  securities 
are  floated.  Underwriting  syndicates  must  carry 
through  their  undertakings  largely  with  borrowed 
money.  So  long  as  this  money  is  forthcoming,  bankers 
are  willing  to  assist  them  in  taking  new  issues  of  secur- 
ity. When  borrowing  becomes  difficult  it  is  only  the 
exceptional  security  which  finds  a  market,  the  great 
mass  being  required  to  wait  until  money  is  easier  and 
it  is  possible  to  finance  their  purchase.  Under  such  con- 
ditions the  corporations  which  are  seeking  new  funds 
must  adopt  one  of  two  policies.  They  can  either  post- 
pone or  stop  work,  which  is  unfortunate  for  the  coun- 
try, or  they  can  resort  to  temporary  financing  to  tide 
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over  the  stringency  and  provide  the  money  necessary 
to  continue  the  work.  The  cessation  of  work  is  a  hard 
blow  to  a  corporation,  for  the  money  already  invested 
is  of  no  value  until  the  work  is  completed,  and  in  many 
cases  serious  deterioration  will  result  through  the  failure 
to  complete  the  project. 

The  methods  of  temporary  financing  are  well  illus- 
trated in  the  financial  history  of  1905,  1906  and  1907. 
Corporations  found  that  the  sale  of  long-time  bonds  was 
so  undesirable  that  they  offered  instead  two  or  three- 
year  notes  which  were  sold  to  the  banks  and  underwrit- 
ing syndicates.  These  notes  were  the  ordinary  promis- 
sory notes  of  a  company  secured  in  most  cases  by  deposit 
of  collateral.  The  advantage  of  this  plan  is  always 
that  the  high  rates  of  interest  are  only  temporary. 
When  the  bond  market  again  reaches  normal  conditions 
a  corporation  expects  to  be  able  to  issue  bonds  at  4  or 
4^/2  per  cent  and  thus  to  secure  the  money  necessary  to 
retire  their  5%  or  6  per  cent  notes. 

This  situation  resulted  in  a  great  disquietude;  the 
significance  of  which  to  the  speculator  was  pointed  out 
by  the  Journal  of  Commerce  in  January,  1907,  as  fol- 
lows : 

Never  before  in  the  financial  history  of  the  United  States  have 
corporations  been  forced  to  resort  to  pawn  shop  methods  of 
finance  on  such  a  gigantic  scale,  at  a  time,  moreover,  when  call 
money  averages  3  per  cent,  and  5  per  cent  is  being  paid  for  time 
loans.  It  is  evident  that  those  who  have  the  financing  of  rail- 
road construction  in  charge  do  not  expect  these  low  rates  to  con- 
tinue. They  look  forward  to  renewed  stringency  and  they  seek 
to  protect  the  corporations  for  which  they  are  responsible  by 
absorbing  all  the  available  supply  of  money  even  at  exorbitant 
rates. 
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The  financial  community  regarded  the  situation  which 
then  existed  as  desperate.  Men  Hke  James  J.  Hill, 
John  D.  Rockefeller  and  E.  H.  Harriman  pointed  out 
that  it  was  obvious  that  all  railroads  could  not  go  on 
indefinitely  with  this  policy.  These  temporary  obliga- 
tions must  be  replaced  by  long  time  bonds  or  by  stock, 
and  any  other  plan  was  manifestly  impossible.  If  the 
great  corporations  during  the  continuance  of  high 
money  rates  which  forced  down  prices  could  not  get 
capital  on  reasonable  terms,  they  must  cut  down  their 
construction. 

The  identical  situation  was  duplicated  in  1903  and 
again  in  1904.  It  was  confidentially  predicted  that  it 
would  occur  again  in  1907  or  at  the  latest  in  1908  unless 
every  lesson  of  financial  experience  was  to  be  set  aside 
as  worthless.  It  was  this  situation,  together  with  the 
wild  speculation  which  had  continued  throughout  1906 
and  a  portion  of  1907  which  were  the  chief  symptoms 
which  led  many  to  predict  the  panic  of  1907. 

282.  Importance  of  the  crop  reports, — There  is  noth- 
ing which  exerts  a  wider  influence  than  the  condition  of 
the  crops  as  reported,  from  time  to  time,  by  the  Depart- 
ment of  Agriculture.  These  reports  are  eagerly  scanned 
by  all  interested  in  financial  matters,  for  in  this  brief 
table  showing  the  condition  of  the  crops  and  the  acreage 
of  each  under  cultivation  lies  to  a  large  degree  the 
answer  to  the  question,  "What  will  be  the  financial  con- 
dition of  the  great  agricultural  districts  during  the  next 
year?"  The  United  States,  in  spite  of  its  manufac- 
tures and  its  great  railroads,  is  nevertheless  an  agricul- 
tural country.  Upon  the  prosperity  of  the  farmer  de- 
pends that  of  the  country.  It  is  usually  he  who  brings 
to  an  end  a  period  of  depression  and  gloom,  and  upon 
him  rests  the  foundation  of  the  financial  solidity  of  the 
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entire  country.  When  he  is  prosperous  others  cannot 
remain  despondent  for  a  very  long  period.  When  his 
crops  are  poor  or  when  the  prices  are  low  all  of  the  other 
interests  combined  cannot  sustain  hopeful  conditions, 
for  the  influence  of  his  misfortune  will  be  felt  in  every 
branch  of  trade  and  industry.  The  effect  of  the  con- 
dition of  the  crop  is  seen  quickly  upon  the  prices  of 
railway  shares — particularly  those  known  as  the  granger 
roads  and  the  cotton  roads.  Some  of  the  largest  and 
most  influential  roads  in  the  west  and  south  depend 
largely  upon  the  traffic  which  the  farmer  furnishes  for 
their  sustenance.  Large  crops  mean  heavy  freight  traf- 
fic and  good  prices  mean  that  the  railroads  will  be  able 
to  charge  satisfactory  freight  rates.  Small  crops,  on  the 
other  hand,  mean  hght  tonnage,  and  low  prices  will  force 
the  railroads  to  cut  their  rates  in  order  to  enable  the 
farmer  to  compete  with  the  producers  of  other  countries 
in  the  world's  markets.  The  connection  is  so  close  that 
it  is  almost  obvious.  Upon  the  railroads,  in  turn,  de- 
pend hundreds  of  investors.  Upon  the  prosperity  of 
the  farmer,  on  the  other  hand,  depends  the  demand  for 
thousands  of  things  he  buys,  but,  which  he  does  with- 
out temporarily  when  his  earnings  are  unsatisfactory. 

283.  Bewildering  multiplicity  of  forces. — These  are 
but  a  few  of  the  indices  of  the  financial  condition  of 
the  country.  Many  volumes  have  been  written  cata- 
loguing and  illustrating  the  eff'ect  which  they  have  had 
upon  the  financial  history  of  this  country  and  that  of 
the  other  leading  commercial  nations  of  the  world.  It 
is  an  oft-repeated  maxim  that  there  is  not  an  event 
of  any  character  which  does  not  exert  some  effect,  di- 
rectly or  indirectly,  upon  the  prices  of  securities.  The 
speculator  reads  in  every  news  item  of  more  than  per- 
sonal interest  a  lesson  which  he  endeavors  to  take  ad- 
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vantage  of,  in  forecasting  the  trend  of  the  market.  The 
ordinary  financial  paper  is  an  encyclopedia  of  the  hap- 
penings of  the  world.  It  is  filled  with  news  concerning 
the  condition  of  the  crops,  the  new  issues  of  securities, 
the  condition  of  the  banks,  the  rates  of  money,  the  for- 
eign situation,  the  activity  and  condition  of  the  leading 
trades  and  industries,  the  recent  developments  in  labor 
circles,  the  percentages  of  commercial  failure,  the  char- 
acter and  probable  effects  of  impending  legislation, 
news  of  any  unusual  weather  disturbances  such  as  floods, 
heavy  snows  or  tornadoes,  great  fires,  earthquakes  or 
accidents  or  any  catastrophe  which  will  prove  costly  for 
the  corporations  involved,  tidings  of  the  discovery  of 
new  veins  of  minerals,  any  facts  affecting  the  railroads 
or  the  earnings  of  industrial  companies — ^in  fact,  every- 
thing which  will  in  any  way  touch  the  prosperity  of 
everyone,  from  the  big  corporations  to  the  himiblest 
farmer. 

Every  factor  must  be  considered  and  discounted; 
every  influence  must  be  rightly  gauged;  every  change 
must  be  contemplated.  Is  it  any  wonder,  therefore, 
that  the  "lamb"  who  now  and  then  ventures  into  specu- 
lation comes  out  a  sadder,  and  a  wiser,  and  a  poorer 
man? 


QUIZ  QUESTIONS 

(The  numbers  refer  to  the  numbered  sections  in  the 

texL) 

CHAPTER  I 

1.  Why  is  the  dividing  line  between  Investment  and 
Speculation  difficult  to  locate  ? 

2.  State  some  of  the  differences  between  Investment 
and  Speculation. 

3.  Explain  how  the  operations  of  the  merchant  and 
the  stock  speculator  are  essentially  the  same. 

4.  How  does  gambling  differ  from  speculation? 

CHAPTER  II 

5.  Where  are  securities  dealt  in? 

6.  How  does  the  Stock  Exchange  figure  in  the  market 
for  securities? 

7.  How  does  locality  affect  investment? 

8.  Why  is  the  East  still  the  Investment  center? 

9.  Is  Chicago  growing  as  a  financial  center? 

10.  Where  is  the  bulk  of  speculation  carried  on? 

11.  What  advantage  does  the  speculator  in  stocks 
have  over  the  average  business  man,  into  whose  business 
enters  the  element  of  speculation? 

CHAPTER  III 

12.  What  is  me^nt  by  a  "seat"  on  the  Stock  Ex- 
change? 

4*11 
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13.  What  powers  has  the  Governing  Committee  of 
the  New  York  Stock  Exchange? 

14.  What  are  the  duties  of  some  of  the  more  impor- 
tant Stock  Exchange  committees  ? 

15.  What  are   Stock  Exchange   "posts"?     How  is 
business  actually  done  on  the  Stock  Exchange? 

16.  What  happens  to  insolvent  members  of  the  Ex- 
change? 

17.  How  may  insolvent  members  secure  reinstate- 
ment? 

18.  What  is  the  attitude  of  the   Stock  Exchange 
toward  competitors? 

19.  What  is  the  gratuity  fund? 

20.  What  is  the  difference  between  a  "wash"  sale  and 
a  "matched"  order? 

21.  In  what  way  did  the  Hughes  Committee  think 
fictitious  transactions  could  be  diminished? 

22.  Describe  the  three  different  rates  of  commissions 
on  the  Stock  Exchange. 

23.  What  is  meant  by  a  "two-dollar  broker"? 

24.  Who  are  the  "room  traders"? 

25.  Who  are  the  "specialists"? 


CHAPTER  IV 

'  26.  Explain  the  term  "margin."     Where  does  the 
rest  of  the  money  come  from? 

27.  Why  is  it  possible  to  make  a  greater  profit  on  a 
margin  transaction  than  on  an  ordinary  purchase  or 
sale? 

28.  What  is  a  time  loan?    What  is  a  call  loan? 

29.  Explain  the  machinery  of  a  call  loan.  What 
class  of  collateral  do  banks  prefer? 
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30.  How  does  it  come  about  that  money  from  all  parts 
of  the  country  is  loaned  to  stock  speculators  in  New 
York? 

31.  Describe  the  process  of  over-certification.  How 
does  the  necessity  for  it  arise? 

32.  Describe  a  one-day  unsecured  loan,  and  tell  how 
it  differs  from  over-certification. 

33.  Why  are  brokers  interested  in  the  condition  of 
banks? 

34.  What  is  the  surplus  reserve  of  the  New  York 
Clearing  House  banks  and  why  is  its  size  a  matter  of 
interest  to  Wall  Street  men  ? 


CHAPTER  V 

35.  Does  the  fact  that  securities  are  dealt  in  on  the 
Stock  Exchange  guarantee  their  merit? 

36.  Does  the  Stock  Exchange  throw  any  safeguards 
about  its  securities? 

37.  What  are  the  conditions  required  for  the  listing 
of  a  railroad  stock? 

38.  What  are  some  of  the  questions  which  the  Stock 
Exchange  asks  of  companies  which  seek  to  list  industrial 
securities? 

39.  In  what  way  does  the  Stock  Exchange  supervise 
the  corporations  whose  securities  have  already  been 
listed? 

40.  What  is  the  advantage  of  having  a  security  listed 
on  the  Stock  Exchange? 

41.  Describe  the  unlisted  department  of  the  Stock 
Exchange. 
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.       CHAPTER  VI 

42.  What  is  meant  by  arbitrage,  and  upon  what  basis 
does  the  arbitrage  business  rest? 

43.  Explain  the  use  of  the  arbitrage  stock  conversion 
tables. 

44.  What  charges  must  be  taken  into  account  in  com- 
puting the  cost  of  an  arbitrage  transaction? 


CHAPTER  VII 

45.  Name  and  explain  the  four  ways  in  which  bids 
and  offers  can  be  made  on  the  Stock  Exchange. 

46.  How  would  you  classify  the  patrons  of  the  Stock 
Exchange? 

47.  Define  the  terms  "bulls"  and  "bears." 

48.  Explain  in  detail  the  process  of  selling  short. 
How  is  it  possible  to  borrow  stock  ? 

49.  Explain  the  relation  of  short  selling  to  stocks 
which  are  closely  held. 

50.  Describe  a  corner  in  stocks. 

51.  What  do  you  think  of  the  ethics  of  short  selling? 

52.  Describe  and  explain  puts,  calls  and  straddles. 


CHAPTER  VIII 

53.  Is  speculation  at  all  scientific? 

54.  Give    some    instances    of    wide    fluctuations    in 
prices  of  stocks. 

55.  Give  some  instances  of  price  variations  in  cases 
of  stocks  paying  the  same  dividends. 

56.  Give  instances  of  manipulation  in  stocks. 
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57.  What  daily  influences  affect  the  prices  of  stocks? 

58.  What  is  the  general  idea  of  Dow's  theory  of  price 
movements  ? 


CHAPTER  IX 

59.  Name  the  two  factors  which  Mr.  Woodlock  re- 
gards as  really  fundamental  in  determining  the  price  of 
a  stock  over  a  considerable  period  of  time. 

60.  Are  all  stock  movements  determined  by  the  two 
fundamental  factors? 

61.  What  is  the  meaning  of  the  words  "overbought" 
and  "oversold"  as  applied  to  the  stock  market? 

62.  How  is  the  stock  market  like  a  bicycle  rider  whose 
cyclometer  registers  thirty  miles,  although  his  journey 
if  made  in  a  straight  line  would  have  been  only  twenty 
miles? 

63.  Can  you  name  factors  which  tend  to  bear  out  the 
theory  that  intrinsic  values  govern  prices  in  the  long 
run? 

64.  Name  some  of  the  factors  which  affected  the  stock 
market  in  1903, 1904  and  1905. 


CHAPTER  X 

65.  Why  is  it  easy  for  gambling  to  creep  into  specu- 
lation on  the  Exchanges? 

66.  In  what  sense  is  the  word  "pyramiding"  used  in 
speculation? 

67.  Name  a  few  of  the  mistakes  made  in  speculation. 

68.  Explain  how  commissions  handicap  a  speculator. 

69.  What   view   does    Mr.    Woodlock    take   as   to 
"overtrading"? 


416  INVESTMENT  AND  SPECULATION 

70.  Explain  the  logic  of  the  maxim  "Cut  your  losses 
— let  your  profits  run." 

71.  How  does  over-confidence  injure  a  speculator? 

72.  What  are  Mr.  Woodlock's  ideas  as  to  the  qualities 
which  a  speculator  needs  for  success? 

73.  State  briefly  the  experience  of  Germany  in  at- 
tempting to  prevent  speculation. 


CHAPTER  XI 

74.  Tell  something  about  the  difference  between 
bonds  and  stocks. 

75.  Why  is  a  bond  not  necessarily  safe? 

76.  What  is  meant  by  "yield"  when  applied  to  bonds? 
Define  the  word  "amortization."  Explain  the  influence 
of  money  rates  and  business  conditions  on  bond  prices. 

77.  What  is  meant  by  accrued  interest? 

78.  What  is  a  half  stock? 

79.  Define  book  value  and  explain  its  limitations. 

80.  Describe  the  advantages  and  disadvantages  of 
bank  stocks. 

81.  Describe  the  advantages  and  disadvantages  of 
guaranteed  stocks. 

82.  Give  a  brief  account  of  New  England  mill  shares. 

83.  Name  a  few  important  considerations  affecting 
preferred  stocks. 


CHAPTER  XII 

84.  What  is  the  legal  security  behind  a  government 
bond? 

85.  What  considerations  affect  the  standing  of  a 
government  bond? 
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86.  How  does  the  financial  honesty  of  nations  such 
as  France,  the  United  States,  Germany  and  England, 
rank? 

87.  How  does  the  stability  of  a  government  affect 
its  bonds? 

88.  What  consideration  should  be  paid  by  the  bond- 
buyer  to  the  revenues  and  expenditures  of  the  country? 

89.  Tell  something  about  the  growth  of  the  national 
debt  of  Japan. 

90.  Why  are  investors  willing  to  buy  Japanese  bonds 
despite  the  enormous  quantity  of  them? 

91.  Describe  the  effect  of  supply  and  demand  upon 
government  bonds. 

92.  How  are  second  class  powers  able  to  sell  bonds? 

93.  Tell  something  about  the  bonds  of  third  class 
powers. 

94.  Tell  something  about  the  experience  of  English 
investors  with  Honduran  bonds. 

95.  Why  is  repudiation  becoming  less  frequent? 

96.  What  prevents  general  intervention  where  third 
class  powers  repudiate  their  bonds? 

97.  Describe  briefly  the  attitude  this  country  has 
taken  toward  Cuba  in  regard  to  the  latter's  bonds. 


CHAPTER  XIII 

98.  Tell  something  about  the  early  bond  issues  of  the 
United  States  of  America. 

99.  Why  was  the  National  Banking  System  created 
and  how  does  it  affect  the  market  for  United  States 
bonds  ? 

100.  Describe  briefly  the  various  issues  of  United 
States  bonds  now  in  existence. 
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101.  Why  do  not  individual  investors  buy  Govern- 
ment bonds  more  freely? 

102.  Explain  why  there  is  a  profit  to  national  banks 
in  bujdng  Government  bonds  and  issuing  notes  against 
them. 

CHAPTER  XIV 

103.  What  is  the  legal  position  of  state  bonds  and 
how  did  it  arise? 

104.  Can  a  state  be  forced  to  pay  its  bonds? 

105.  For  what  purposes  were  state  bonds  issued  in 
the  early  days  of  the  country? 

106.  How  did  the  early  issues  of  state  bonds  fare? 

107.  What  affect  did  the  Civil  War  have  upon  the 
bonds  of  the  southern  states? 

108.  Describe  the  creation  of  state  bond  issues  dur- 
ing the  Reconstruction  period. 

109.  What  were  the  reasons  of  the  southern  states 
for  repudiating  their  bond  issues? 

110.  How  many  of  the  carpet-bag  bonds  were  re- 
pudiated? 

111.  How  did  the  bondholders  attempt  to  recover? 

112.  How  did  one  plaintiff  recover  on  his  bonds? 

113.  Why  is  the  case  of  South  Dakota  against  North 
Carolina  not  typical? 

114.  Do  states  as  a  rule  limit  their  capital? 

115.  Why  should  state  debts  tend  to  increase  at  the 
present  time? 

116.  Describe  the  sinking  fund  provisions  of  a  few 
of  the  states. 

117.  How  does  the  demand  for  irrigation  affect  the 
state  debts? 

118.  Sum  up  the  position  of  state  bonds. 
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CHAPTER  XV 

119.  What  is  the  legal  difference  between  state  and 
municipal  bonds. 

120.  How  does  a  city  obtain  its  authority  to  issue 
bonds? 

121.  Why  does  the  state  regulate  municipal  indebt- 
edness? 

122.  What  are  the  two  methods  of  state  control  over 
mimicipal  borrowing? 

123.  Describe  the  chief  features  of  the  Massachusetts 
law. 

124.  Explain  the  theory  of  net  debt. 

125.  How  do  the  restrictions  vary  in  different  states? 

126.  What  is  the  element  of  risk  in  buying  municipal 
bonds? 

127-129.  How  do  bond  houses  determine  the  legalityj 
of  municipal  bonds? 

130-131.  Why  need  investors  not  worry  about  a 
city's  income? 

132-133.  Describe  the  effect  of  interest  rates  upon 
municipal  bonds. 


CHAPTER  XVI 

134.  Why  are  railroad  securities  popular? 

135.  What  are  some  of  the  factors  which  determine 
the  value  of  railroad  bonds? 

136.  Of  what  importance  is  the  type  or  form  of  the 
obligation  in  determining  the  value? 

137.  How  are  railroad  bonds  secured? 

138-147  Inclusive.     Describe  the  salient  features  of 
the  following  classes  of  bonds:  first  mortgage,  divi- 
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sional  and  branch  mortgage,  general  mortgage,  con- 
solidated mortgage  refunding,  debenture,  collateral 
trust,  convertible  and  equipment.  Explain  the  duties 
of  a  trustee. 

148.  Compare     railroad     bonds     and     real     estate 
mortgages. 


CHAPTER  XVII 

149.  What  are  the  three  main  classes  of  facts  which 
a  railroad  report  should  show? 

150.  What  are  the  chief  items  of  a  railroad  revenue 
account? 

151.  Why  is  the  maintenance  account  important? 

152.  Why  do  railroads  differ  in  the  amount  spent  on 
maintenance  ? 

153.  What  amount  should  be  expended  upon  mainte- 
nance of  way? 

154.  Why  is  it  difficult  to  generalize  as  to  mainte- 
nance expenditures? 

155.  Why  is  it  that  the  number  of  cars  required  by  a 
railroad  is  not  determined  by  its  length? 

156.  What  is  meant  by  conducting  transportation 
ratio? 

157.  What  items  are  included  in  fixed  charges? 

158.  Why  is  the  item  known  as  "amount  due  from 
controlled  companies"  an  important  one  in  a  railroad 
balance  sheet? 

159.  Does  a  large  trainload  necessarily  mean  a  rail- 
road is  doing  well? 
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CHAPTER  XVIII 

160.  What  are  the  sources  of  railroad  earnings? 

161.  Why  is  the  passenger  business  not  more  prof- 
itable? 

162.  To  what  extent  is  the  traffic  to  suburban  points 
and  that  between  rural  districts,  profitable? 

163.  Explain  the  importance  of  the  freight  business. 

164.  What  are  the  general  principles  of  rate  making? 

165.  How  may  railroads  be  grouped  according  to  the 
class  of  traffic  they  enjoy? 

166.  Why  is  it  important  to  know  something  about 
the  chief  class  of  traflic  a  railroad  has? 


CHAPTER  XIX 

167.  Why  is  it  helpful  to  the  investor  to  make  a 
careful  investigation  of  a  railroad  report  ? 

168.  Give  briefly  the  history  of  the  Chesapeake  and 
Ohio. 

169.  What  natural  advantages  does  the  road  possess? 

170.  How  has  its  traffic  changed? 

171.  What  were  the  reasons  for  the  decline  of  the 
through  business? 

172.  What  was  the  plan  adopted  to  increase   the 
eastern  traffic? 

173.  Describe  the  coal  agency  companies. 

174.  What   were   the    handicaps    under    which   the 
Chesapeake  and  Ohio  was  operated? 

175.  In  what  ways  were  these  overcome? 

176.  Describe  the  "betterment  work"  of  the  company? 

177.  What  was  the  financial  policy  of  the  road? 
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178.  What  would  be  the  effect  of  a  financial  depres- 
sion upon  the  operation  of  the  road? 

179.  Are  the  company's  bonds  safe? 

180.  Is  the  safety  of  the  dividend  assured? 


CHAPTER  XX 

181.  Why  is  the  character  of  its  franchise  of  prime 
importance  to  a  public  service  company? 

182.  Why  are  gas  companies  not  subject  to  much 
competition? 

183.  What  difficulties  were  met  with  by  the  early 
electric  lighting  companies? 

CHAPTER  XXI 

184.  What  was  the  street  railway  system  previous 
to  the  one  now  in  operation? 

185.  How  did  the  present  large  street  railway  sys- 
tems begin? 

186.  From  what  causes  have  the  street  railway  earn- 
ings grown? 

187-189.  Describe  the  three  methods  of  consolidation, 
namely,  merger,  lease,  and  stock  purchase. 

190.  Why  is  it  important  to  know  in  which  of  these 
three  ways  the  large  systems  were  brought  together? 

191.  What  is  the  relation  of  the  securities  of  the 
various  companies  in  the  consolidaton  ? 

192.  What  lessons  may  the  investor  draw  from  the 
Census  report  on  street  railways? 

193.  What  is  meant  by  "skinning"  the  property? 

194.  What    proportion    should    operating    expenses 
bear  to  the  gross  income? 
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195.  Of  what  importance  to  the  investor  is  a  physical 
examination  of  the  property? 

196.  How  do  inter-urban  and  city  railways  differ  as 
investments  ? 

197.  What  investment  test  may  be  applied  to  inter- 
urban  securities? 


CHAPTER  XXII 

198.  Why  has  the  relation  of  capitalization  to  cost 
become  of  importance  to  street  railway  investors? 

199.  Describe  the  legal  position  of  street  railways. 

200.  What  were  the  criticisms  of  the  railroad  men  on 
the  Chicago  plan? 

201.  What  were  the  Chicago  and  Cleveland  fran- 
chise controversies? 

202.  Why  should  the  investor  in  street  railway 
securities  be  especially  careful  to  buy  stocks  of  those 
companies  whose  reproduction  cost  fairly  corresponds 
to  capitalization;  more  especially  where  the  franchises 
are  hmited? 

203.  What  bearing  did  the  case  of  Dartmouth 
College  V.  Woodward  have  on  the  franchises  granted 
to  corporations? 

204.  Why  do  the  courts  protect  the  tangible  prop- 
erty of  a  corporation? 

205.  Under  what  conditions  may  a  state  regulate 
street  railways?  Describe  the  control  of  these  com- 
panies in  Massachusetts. 

206.  What  law  in  New  York  governs  the  regulation 
of  street  railways?  How  many  public  service  commis- 
sions are  there?  What  is  the  jurisdiction  of  such  com- 
missions ? 

207.  What  other  public  service   corporations   come 
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under  the  jurisdiction  of  the  state  commissions?    To 
what  extent? 

208.  What  penalties  may  be  enforced  against  these 
corporations  for  non-compliance  with  the  commission's 
orders? 

209.  What  authority  have  the  commissions  over  the 
time  schedules,  the  running  of  trains  and  cars,  and  the 
general  betterment  of  the  service? 

210.  Explain  a  limited  franchise.  What  is  the 
danger  to  the  investor  if  a  company  with  such  fran-. 
chise  is  over-capitalized? 

211.  What  lessons  may  be  learned  from  the  Chicago 
controversy?    How  was  that  dispute  ended? 

212.  Was  the  Chicago  decision  wise?  If  so,  what 
were  its  advantages? 

213.  Briefly  enumerate  the  dangers,  and  the  benefits 
of  investment  in  securities  of  pubhc  service  corpo- 
rations? 

CHAPTER  XXIII 

214.  What  do  we  mean  by  industrial  securities? 

215.  How  do  securities  of  manufacturing  companies 
differ  from  those  of  railroads? 

216.  Why  do  industrial  corporations  issue  few  bonds? 

217.  Why  is  it  important  to  distinguish  between  pro- 
duction and  consumption  goods  when  studying  indus- 
trial securities? 

218.  Why  should  a  manufacturing  company  control 
its  supply  of  raw  material? 

219.  Explain  the  eifect  of  strong  competition  upon 
industrial  securities. 

220.  Explain  the  effect  of  monopoly  of  patents. 

221.  Does  the  personal  ability  of  the  manager  in- 
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fluence  the  success  of  a  company  to  such  an  extent  that 
it  would  be  damaged  if  he  were  replaced? 

222.  How  should  the  bonds  and  preferred  stock  of  a 
manufacturing  company  be  safe-guarded? 

223.  What  is  the  relation  between  a  large  surplus 
and  the  depreciation  account  of  an  industrial  concern? 

224.  Are  those  industries  that  are  dependent  upon 
the  tariff,  regarded  as  good  investments? 

225.  Why  is  the  legal  position  of  industrials  un- 
certain? 

CHAPTER  XXIV 

226.  How  would  you  characterize  mining  stocks  as 
investments? 

227.  How  are  bonds  of  coal-mining  companies 
secured? 

228.  What  is  the  chief  risk  in  copper-mining? 

229.  What  provisions  should  be  made  by  the  com- 
pany for  the  perpetuation  of  its  assets?  Of  what  im- 
portance is  such  provision? 

230.  What  objection  is  there  to  a  mining  company 
maintaining  its  own  provision  against  depreciation? 

231.  What  is  the  difference  between  a  prospect  and 
a  developed  mine? 

232.  What  is  the  real  guarantee  of  a  mining  invest- 
ment? 

233.  What  effect  does  the  price  of  the  metal  have 
upon  copper  mine  stocks? 

234.  What  are  some  of  the  features  which  a  mining 
company's  report  should  contain? 

235.  Why  does  not  the  past  record  of  a  mine  nec- 
essarily make  the  mine  of  great  value? 
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CHAPTER  XXV 

236.  Why  has  it  become  necessary  to  issue  irrigation 
bonds? 

237.  What  are  the  different  classes  of  irrigation 
bonds  ? 

238.  Which  class  first  found  its  way  into  the  hands 
of  the  public? 

239.  Describe  the  main  features  of  the  Carey  Act. 
How  does  it  affect  irrigation  bonds  ? 

240.  How  do  private  irrigation  bonds  differ  from  the 
other  types? 

241.  How  does  the  element  of  risk  enter  into  irri- 
gation bonds? 

242.  How  do  they  resemble  railroad  construction 
bonds? 

243.  How  do  municipal  district  bonds  differ  from 
ordinary  municipal  bonds? 

244-245.  Why  is  the  personal  equation  important 
in  determining  the  worth  of  irrigation  bonds? 

CHAPTER  XXVI 

246.  Why  do  savings  bank  laws  set  a  high  standard 
for  investment? 

247.  What  are  the  "legal  securities"  for  the  invest- 
ment of  trust  funds?     Why  was  the  name  adopted? 

248.  Why  should  the  individual  investor  secure  ex- 
pert advice? 

249.  What  is  meant  by  the  convertibility  of  an  in- 
vestment? 

250.  How  may  the  investor  guard  against  loss.  If 
securities  with  an  element  of  risk  are  purchased,  what 
precautions  should  be  adopted? 
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CHAPTER  XXVII 

251.  Why  is  it  wise  to  study  the  class  of  investments 
made  by  rich  men? 

252-253.  What  kinds  of  stocks  were  held  by  Mar- 
shall Field?  What  was  the  proportion  of  "trust 
securities,"  and  of  industrials?  What  comment  is  made 
by  Dr.  Meade  upon  Mr.  Field's  holdings  of  railroad 
stock  ? 

254.  What  rules  may  the  investor  find  to  follow  from 
the  Field  investments  in  railroad  stocks? 

255.  Were  there  any  holdings  of  street  railway 
stock?     If  so,  of  what  kind? 

256.  What  opinion  did  Mr.  Field  have  of  banking 
securities? 

257.  What  bond  investments  were  attractive  to  Mr. 
Field?  What  kind  of  securities  were  entirely  absent? 
How  did  he  show  conservatism  in  his  bond  investments? 


CHAPTER  XXVIII 

258.  Why  do  unwise  investments  always  contain  the 
speculative  element? 

259.  How  may  the  hand  of  the  unscrupulous  pro- 
moter be  recognized  in  the  advertisements  of  his 
schemes? 

260.  Why  are  the  promotions  of  oil  stocks  so  often 
fraudulent? 

261.  What  are  the  dangers  of  investments  in  mining 
stocks? 

262.  What  are  the  risks  in  the  schemes  concerning 
new  inventions? 

263.  Give  an  illustration  of  the  eagerness   of  the 
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public   to   invest   in   worthless    securities,    offered   by 
fraudulent  promoters. 

264.  How  do  lax  state  incorporation  laws  promote 
swindling  operations? 

265.  Describe  the  Chicago-New  York  electric  rail- 
way scheme. 

266.  Why  is  it  dangerous  to  buy  stocks  of  railroads 
built  merely  to  sell  out? 

267.  What  has  the  real  estate  promoter  developed, 
recently  as  an  alluring  investment  for  the  public? 

268.  What  are  the  risks  of  even  direct  real  estate 
investment? 

269.  What  is  the  fallacy  of  having  a  stock  guaran- 
teed by  a  subsidiary  of  the  issuing  company? 

270.  Why  are  fire  insurance  company  stocks  risky? 

271.  Why  are  so-called  "bargains"  dangerous? 


CHAPTER  XXIX 

272.  How  does  a  Wall  Street  panic  differ  from  a 
commercial  panic? 

273.  What  part  does  speculation  play  in  bringing  on 
a  commercial  panic? 

274.  Has  pyramiding  anything  to  do  with  causing  a 
panic?     If  so,  how  is  it  a  cause? 

275.  Why  does  cash  become  scarce  in  a  panic?    What 
is  a  crisis? 

276.  Name  a  few  of  the  theories  of  the  causes  of 
panics. 

277.  How  was  the  panic  of  1907  connected  with  our 
defective  currency  system? 
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CHAPTER  XXX 

278.  Why  should  the  volume  of  bank  clearings  in- 
terest the  speculator  and  the  investor? 

279.  Why  does  the  condition  of  the  steel  trade  in- 
terest the  investor  and  speculator? 

280.  Why  are  railroad  earnings  a  good  barometer  of 
business  conditions? 

281.  What   connection   is   there   between   the   bond 
market  and  speculation  in  stocks? 

282.  Trace  the  relation  between  crops  and  the  stock 
market. 

283.  Why  is  it  that  nobody  is  able  to  foretell  exactly 
the  variations  of  the  stock  market? 
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Alabama,  bond  repudiation  by,  167, 

168. 
Amortization,  124,  188. 
Anthracite  Strike  Commission,   105. 
Arbitrage, 

Balancing  accounts,  63,  63. 

Basis  of,  55-57. 

Computation  of  costs  and  profits, 
59-63. 

Definition,  55. 

Expenses  of,  62,  63. 

London     prices     tind     American 
equivalents,  57-59. 

News  slip,  56,  57. 

Rests  on  difference   of  time,  55. 

Rosenbaum's   tables,    58,    60-62. 

Stock  conversion  tables,  60-62. 
Arbitrageur,  definition,  55. 
Arizona,  lax  incorporation   law  of, 

362. 
Armstrong  law,  132. 
Averages,  law  of,  in  insurance,  371. 

B 

Bank  clearings  and  trade  cycles  (see 
Financial  and  industrial  condi- 
tions, tests  of). 
Bank   deposits,  and   scientific  spec- 
ulation, 396,  397. 
Bank  note  circulation. 

Profit  of,  160. 

Value  of,  161. 
Bank  statement,  41-45. 

Clearing  House,  41,  42. 

New  York,  41,  42. 

State  banks,  44-45. 

Trust   companies,  44-45. 
Banks, 

Bond-buying  by,  126. 


Banks, 
Broker's  relations  to,  30-45. 
Conservatism  of,  40. 
Deposits,  frequency  of,  41-45. 

minimum      requirement     of, 

41-45. 
Evasion  of  law  by,  40. 
Government  bondholders,  136. 
Loan  transaction,  the,  33,  34. 
Loans,  how  made,  33. 
Loans,  kinds  of,  31,  32. 
Loans,  methods  of  financing,  37- 

41. 
Loans,  one-day,  39,  40. 
Note    circulation,    profits    of,    by 

national,  160. 
Over-certification    equals     tempo- 
rary loan,  37-39. 

forbidden,  38,  39; 

Rate  of  interest,  33. 
Securities,  active  preferred,  34. 

Idnds  demanded,  34,  35. 

Security  market  and,  29-45. 
Surplus  reserve,  loans  of,  36,  37. 
Banks,    Savings,    as    investors    (see 

Investment,  wise). 
Baring  panic,  101,  386,  387. 
"Bears,"  68,  69. 
Berlin   Exchange,  legal  restrictions 

of,  116-119. 
Board   of   Railroad    Commissioners, 

Massachusetts,  293,  294. 
Boer  war,  effect  on  consols,  145,  146. 
Bond,  no  synonym  for  safety,  121, 

122. 
Bondholder,  as  creditor,  119,  120. 
Bond  market. 
Appearance  of,  126. 
Banks,  relation  to,  126. 
Bond  sales,  usually  "over  the  coun- 
ter," 10,  11. 
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Bonds, 
,  Accrued  interest,  126,  127. 

tables,  128. 

Amortization,  124. 

Industrial,    wide    fluctuation    of, 

305-307. 
Maturity  of,  121. 
Mining,    scarcity    of,    on   market, 

317. 
Output  of,  120. 

Real  estate,  deceptive,  367,  368. 
Reorganizations,  and,  121. 
Stocks,    distinguished    from,    119- 

120. 
Value   of,   dependent   on   earning 
power,  123. 

how  determined,  123. 

and  money  rate,  126. 

other  factors,  124-126. 

Value  tables  124-126. 
(See  United  States  bonds,  govern- 
ment,  municipal,   railroad,   etc., 
etc.) 
"Book  value,"  definition,  129-131. 
British  banking  law,  136. 
Brokers, 
Banks,  dependence  on,  30. 

interest  in,  41. 

relation  to,  30. 

Heavy  borrowers,  30. 
"Bucket  shop,"  13. 
"Bulls,"  68,  69,  375,  376. 
Bureau  of  Statistics  of  the  United 
States, 
Railway  report  of,  223. 
Business,  speculation  in,  4. 
Buyers, 
"Bulls  and  bears,"  68,  69. 
Classes  of,  29,  30,  66-69. 
Hughes  committee  on,  67,  68. 
"Buyers'  options,"  65. 
Buying,  "long,"  see  Panics. 


Call  loan  rate,  33. 
Call  loans, 
Called  in,  in  crises,  383. 


Call  loans.  Definition,  32. 
Capitalization, 

Census   bulletin,   287,   288. 
Chicago     and     Cleveland     contro- 
versy, 288-290. 
Early  theory  of,  285,  286. 
Street   railways,   relation   of   cost 

to,  285-288. 
Valuation    of    assets,    and,    288- 
290. 
Carey  Act, 
Irrigation  bonds  under,  329,  330, 

333. 
Security,  under,  330. 
States'  responsibility,  330. 
Carnegie,  Andrew,  344. 
Cash  reserve,  44. 
Census   bulletin. 

Street  railways,  280,  287,  288,  290. 
Census  Bureau, 

Electric  railway  report,  277-280. 
Certification, 

Brokers'    checks,    37-39. 
Definition,  38. 
(See  over-certification.) 
Chesapeake  and  Ohio  Coal  Agency 

Company,  250-253. 
Chesapeake  and   Ohio   Railroad   re- 
port (see  Railroad  report,  anal- 
ysis  of). 
Chicago  and  Cleveland,  street  rail- 
ways. 
Agitation  over,  the,  287,  288,  290. 
Valuations,  table  of,  289. 
Chicago-New  York  electric  railway, 

363-366. 
City    growth,    and    street    railways, 

277,  278. 
Civil  war,  the,  165,  167,  171. 
Clauses  limiting  state  debts. 

Constitutional   provision,    172-175. 
Importance  of  question,  growing, 

178,  179. 
Irrigation  projects   of  the   West, 

178. 
Keys,  C.  M.,  summary  by  states, 

175-178. 
New  York,  174,  175. 
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Clniises?  limiting  State  debts — (Con- 
tinved). 

North  and  South,  in,  170-173. 
No  uniformity,  178. 
Recent  changes,  172-174. 
Sinking  fund,  175. 
Clearing  House, 

Bank  statement  and,  42,  43. 
State  banks  and,  44,  45. 
Trust  companies  and,  44,  45. 
Clews,  Henry,  4,  5. 
Coal  agency  companies,  250-253. 
Community  of  interest  plan,  253, 

254. 
Inspired  by  railroad,  250. 
New    River    and    Kanawha    com- 
pany, organization  of,  251. 
Western    Pocahontas    corporation, 
stock     purchased     by    railroad, 
253,    254. 
Colonial   loans,    153-155. 
"Commodity  clause,"  317. 
Consolidated  Exchange,  10. 
Consolidation    of    electric    railways 

(see  Electric   railways). 
Consols,  eflfect  of  Boer  war  on,  145, 

146. 
Constitution,     United     States,     162, 

168. 
"Conners,"  74-79, 
Northern  Pacific,  78,  79. 
Vanderbilt,  75-78. 
(See  Trading,  methods  of.) 
Corporation, 

Bonds,  payment  of,  at  maturity, 
121. 

value  of,  122. 

New  funds,  securing  of,  403-408. 
New  securities,  flotation  of,  405- 

406. 
Temporary  financing,  406-408. 
(See  municipal  bonds.) 
Cost, 
Capitalization,    relation    of,    and, 

285,  286. 
Over-capitalization   and,   287,  288. 
Public  interest  in,  289. 
Country  banks,  investments  by,  36, 
37. 


Cuba,  guardianship  of,  151,  152. 
"Curb"  market. 

Fraudulent    promotions    and    the, 
361. 

New  York,  11. 


Dartmouth    College    v.    Woodward, 

291. 
Debt,  government. 

Civil  war  and,  155. 

Colonial,  153. 

Payment  of,  155. 
Debt,  municipal,   181-183,   190,   195. 
Debt,  state,   196-199. 

Early   history,   163,    164,    170-175. 

Restrictions  of,  summary  of,  175- 
178. 

(See  Clauses  limiting.) 
Department  of  Agriculture,  United 
States, 

Crop  reports,  407. 

(See  Financial  and  industrial  con- 
ditions, tests  of.) 
Depressions,  see  Panics. 
Dow,  Charles   H.,  92,  93,   95,  96. 
Dow's  classification,  92,  93. 


Earnings,    railroad     (see     Railroad 

traffic  and  earnings). 
Electric  light  bonds,  264-266. 

Vanderlip,  F.  A.,  their  investment 
value,  264-266. 
Electric  railways. 

Average    expenditures    of,    table, 
279. 

Capitalization  and  cost,  277. 

City  growth,  267,  268. 

Consolidation    (see    Electric    rail- 
ways, consolidation  of). 

Cost,  and  capitalization,   277. 

Earning  power,  277,  278. 

Income,  distribution  of,  278,  279. 

Inter-urban  (see  Inter-urban  rail- 
way  securities). 

Multiplicity    of   small   companies, 
266,   267. 
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Electric  railways —  (  Contirmed) . 

New  York  City,  275. 

Operating    expenses,    distributioii 
of,   table,   280. 

Philadelphia,  267-269. 

"  Sliding  scale,"  272,  273. 
Electric    railways,   consolidation   of. 

Advantages,  274. 

Basis  of,  267,  268. 

Early  views  of,  267. 

Economies,  268,  269. 

Importance  of  study  of,  274,  275. 

Lease,  by,  271. 

Merger,  by,  269-271. 

Stock  purchase,  by,  273,  274. 
Electric  railway  securities. 

Bonds,  comparatively  few,  266. 

Census  Bureau  report,  277. 

City  growth  and,  277,  278. 

Classes  of,  276,  277. 

Consolidation,   effect   of,   on,   275. 

Inter-urban  (see  Inter-urban  rail- 
way  securities). 

New  York  City,  275. 

Other  forms  of  securities,  relation 
to,  266. 

Philadelphia  companies,  276. 

Public   regulation   of    (see  Public 
regulation  of  street  railways). 

«  Skinning,"  279. 
Engel»,  Frederick,  394,  395. 

F 

Fees  of  members  of  stock  exchange, 

26,   27. 
Financial    and    Commercial    Chron- 
icle, 104,  105,  398,  401. 
Financial  and  industrial  conditions, 
tests  of,  394-^09. 

Bank   clearings,  395,  396. 

deposits,  etc.,  396,  397. 

Bond  market,   condition   of,  402- 
409. 

Crop    reports,   influence    of,    407, 
408. 

Financial  and  Commercial  Chron- 
icle, 398. 

Forces  indicative  of,  408,  409. 

Investigation  of,  396-399. 


Panic,  may  be  foreseen,  397,  398. 
Railroad  earnings,  401,  402. 
Speculators,  professional,  tests  ap- 
plied by,  394. 
"Street"  business,  398-400. 
Trade  cycles,  394-396. 
Franchises,  of  street  railways, 
Chicago   and   Cleveland   agitation, 

287,   300-302. 
Create  monopolies,  286. 
Limited,   287. 
Perpetual,  287. 


Gambler  in  stocks,  5,  83,  84. 
Gambling, 

Hughes  committee,  on,  108,  109. 

Speculation,  comparison  with,  108. 
Gas    and    electric    companies    under 

state  control,  292,  296,  297. 
Georgia,  municipal  bond  law,  184. 
Germany,  regulation  of  speculation 
in,  115-118. 

Drastic  laws,  117. 

Modification  of,  117,  118. 
Girard,  Stephen,  164. 
Gold     output,     and     panics      (see 

Panics). 
Gould,  Jay,  5. 
Government  bonds. 

Absolute  safety  of,  136. 

Banks  and,  136. 

British  law,  136. 

Classes  of,  139. 

Comparative  table  of,  148,  149. 

Consols   and   the   Boer  war,    145, 
146. 

Cuba,  151,  152. 

Fiscal   operations    of    government 
and,  140-143. 

French  revolution,  142. 

Honduras,    repudiation    by,    148, 
149. 

Interest  rate,  145. 

table,    146. 

Japanese  war  loan,  140-144. 

Legal  security,  weak,  136-138. 

Monroe  Doctrine,  151. 
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Government  bonds — (Continued). 
National  honor,  lack  of,  148-150. 
Prices  of,  145. 
Repudiation,   149,   150. 
Savings    Banks,    as    investors    in, 

136. 
Second-class    powers,  '  issues    by, 

146,  147. 
Stability  of  government,  and,  139, 

140. 
Supply  and  demand,  144-146. 
Third-class     powers,     issues     by; 

speculative,  147,  148. 
Trust  estates,  as  investors,  in,  136. 
and  change  of  governmental 

revenue,  143,  144. 
Value  of,  considerations  affecting 

138-146. 
Venezuela,  150,  161. 
War,  145,  146. 
Government  debt  (see  Debt). 
Gratuity  fund,  23. 
Guggenheim,  Daniel,  323. 

H 

Hamilton,  Alexander,  153,  154. 
Hanmiond,  John  Hays,  326,  327. 
Harriman-Hill  controversy,  106. 
Honduras,     bond     repudiation     by, 

148,  149. 
Hoover,  Herbert  C,  322,  323. 
Hoover's  tables,  323. 
Hoyt,  Allen  G.,  205-215,  261-263. 
Hughes  Committee,  report. 

Buyers,   classification   of,   by,   67, 
68. 

Gambling    and    speculation,    108, 
109. 

Germany,  experience  of,   115-118. 

Margins,   evils   of  small,   109-111. 

"Pyramiding,"   111. 

"Short  sales,"  ethics  of,  79-81. 

Speculation,    regulation    of,    115- 
118. 

"Wash"  sales,  25,  26. 

I 
Incorporation,    lax    state    laws    of. 


Industrial   corporations, 
Competition,  310. 
Depreciation,  provisions   for,  314. 
Earning  powers  irregular,  306. 
Financial  policy,  investigation  of, 

311,  312. 
Legal  restraints  of,  314,  315. 
Location,  importance  of,  310. 
Market  larger  for  crude  products, 

308,  309. 
Patent   monopolies,   an   uncertain 

test,  310,  311. 
Personal  equation  in  an,  311. 
Industrial  corporation  securities. 
Bonds,   wide   fluctuation   of,   306, 

307. 
Capital,  importance  of  the  amount 

of,  312,  313. 
Character   of   business   important, 

307,  308. 
Classification    by    industries,    303, 

304. 
Definition,  303. 
Legal  position,  314,  315. 
Manufacturing     companies,     304, 

305. 
Stock  issues,  variety  of,  312. 
Stock,   preferred,    importance    of, 

134,   135. 
Insurance      securities,      investment 

value,  371-373. 
International  law,  137,  150. 
Interstate  Commerce  Act,  317,  218. 
Interstate     Commerce     Commission, 

218,  219,  220,  236,  292,  401. 
Inter-urban  railway  securities. 

City  lines,  little  in  common  with, 

281. 
Expenses  and  income,  relation  of, 

282. 
Greater  risk  in,  282. 
Investment  test  of,  282,  283. 
Public    regulation    of    (see    that 

heading) . 
Investment, 
Basic    conditions,    knowledge    of, 

304. 
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Investment —  (Continued) . 

Capital,    employment    of    surplus, 

354. 
Carnegie's  advice,  not   for   small, 

344. 
Commercial      panic       and       (see 

Panic). 
Distribution  in,  343,  344. 
Inter-urban   bonds,   not    for,   283. 
Irrigation  bonds  as,  330,  331. 
Permanency,  idea  of,  as  basis  for, 

354. 
Points  to  consider  in,  372,  373. 
Railroad    securities    as    an     (see 

Railroad  bonds). 
Safeguards,  342,  343. 
Stock,  as,  87,  88. 
Investment  securities,  119-135. 

Bonds  more  popular,  119,  120. 
Investment,  unwise. 

Alluring  the  small  investor,  370. 
Arizona,  lax  incorporation  law  of, 

362. 
Averages,    law    of,    in    insurance, 

371. 
Chicago-New    York    electric    rail- 
way scheme,  363-366. 
Enterprises       requiring       expert 

knowledge,  373,  374. 
Guaranteed  stock,  369,  370. 
Mining  stock,  risk  of,  316. 
New    insurance    companies,    flood 

of,  371,  372. 
New  inventions,  359,  360. 
Oil   stocks,   often   worthless,   356, 

357. 
Promoter,  the  unscrupulous,  355- 

359. 
Promotions,     some     unscrupulous, 

360,  361,  363-366,  369. 
Prospectus,   the   sensational,   356- 

361. 
Public,  gullibility  of  the,  360,  361. 
Real  estate  hazards,  366-369. 
State  incorporation  laws,  laxity  of, 

362. 
"Wild-cat"  insurance,  370,  371. 
Investment,  wise. 

Essential  qualities,  342. 


Investment,  wise— '(Continued) . 

"Legal  securities,"  defined,  339. 

New  York  Savings  Banks,  regula- 
tion  of,   336-347. 

Savings  bank  laws  as  guides  to, 
335. 

Principal,  desire  for  safety  of, 
120. 

Trust  estates,  rules   for,   337-342. 

(See    Bonds,    Government,    Rail- 
road  bonds.   Mill   Shares,  etc.) 
Investor, 

Absolute  security  in  government 
bonds,  13,  137,  138. 

Employs  own  capital,  120. 

Marshall  Field  as  an  (see  Mar- 
shall Field,  investments  of). 

Partner,  regards  self  as,  7. 

Rules  for  the,  218. 

Speculator,  distinguished  from, 
2,   3. 

may  also  be,  2,  3. 

Stupidity    frequently   shown,   285. 

(See     Bonds,     Investment,     etc., 
etc.). 
Irrigation   Bonds,  328-335. 

Classes  of,  329. 

Development  of  new  agricultural 
methods,  328. 

Not  new,  328. 

(See  also,  Carey  Act,  Private  cor- 
poration, and  Municipal  district 
bonds.) 


Japanese  loans,  140-144. 
Jeiferson,  Thomas,  154. 
Jevons,  "  Sunspot  theory,"  385. 
Johnson,  Joseph  French,  388-394. 
Lownhaupt,  Frederick,  203,  204. 


"Lambs,"   definition,   66-69. 
Limiting    state    debts    (see    Clauses 

limiting  state  debt). 
Loans,    by    banks    to    brokers    (see 

Banks,   Brokers,   etc.). 
London  Economist,  149. 
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London  prices  and  American  equiva- 
lents, 57-59. 
Lownhaupt,  Frederick,  203,  204. 

M 

Manipulation, 

Hughes  committee  on,  25,  26. 
New  York  Stock  Exchange,  25. 
Prices,  effect  on,  90,  91. 
Margin, 

Credit  buying,  3. 
Hughes  committee  on,  110,  111. 
Legitimate  transaction,  a,  110. 
Purchase  of  stock  on,  31. 
Requirements   vary   with  kind   of 

transaction,   35. 
Small  margins,  evils  of,   109-111. 
Typical  transaction,  30. 
Mark  Twain's   definition  of  mining 

stock,  316. 
Market    factors,    1903,    1904,    1905, 

105-107. 
Market  for  coal  mine  stock,  318,  319. 
Market   for  government  bonds,   160. 
Market  for  public  service  corpora- 
tion bonds,  limited,  262,  263,  265. 
Market  for  securities,  9-43, 
Bond,  126. 
Consolidated  Exchange,  Kew  York, 

10. 
"Curb,"  10. 
Sales  of  bonds  and  of  shares,  9 

10. 
Stock  Exchange,  9. 

New  York,  largest  single,  9, 

10. 
Market,  "looks  strong"  (see  Panics). 
Market,  "  over-bought,"   and  "  over- 
sold," 99-100. 
Markets,  created  by  savings,  11,  12. 
Marshall  Field,  investments  by,  345- 
355. 
Banking  securities,  table,  351,  352. 
Bond  buying,  conservatism  of,  352. 
Conservatism   of,  in   general,   349. 
Estate,  holdings   of,  table,  345. 
Government  bonds,  sinaU  holdings 
pf,  352. 


Marshall     Field,    investments    by — 

{Continued). 

"Industrials,"   347,   348. 

Inter-urban   securities,   entire   ab- 
sence of,  352,  353. 

Margin    of    security,    table,    349, 
350. 

Meade's  analysis,  345-353. 

Opportunities  of,  large,  353. 

Railroad   securities,  348,  349. 

Stock,  tables,  346,  362. 
Massachusetts, 

Legislation    on    municipal    indebt- 
edness, 185-187. 

Regulation     of     street     railways, 
293,  294. 
"Matched  orders,"  24. 
Matter  of  Hall,  339,  340. 
Meade,  Dr.  Edward  SherWood,  345- 

353. 
Membership  in  stock  exchange   (see 

New  York   Stock   Exchange). 
Mill  shares,  133. 
Mining  and  Metallurgical  Society  of 

America,  325,  326. 
Mining  securities. 

Advantages  of,  325. 

"Blocking  out,"  320. 

Coal,  317,  318. 

"Commodity  clause,"  317. 

Copper  and  other,  319,  320. 

Engineering    investigation,    neces- 
sity of,  319. 

Hammond's  Don'ts,  on,  327. 

Hoover's  tables,  322,  323. 

Guggenheim's   statement,   on,   323. 

Investment    rank    of    stocks,    316, 
317. 

Market,  318. 

Mineral  production  of  the  United 
States  and,  316,  317. 

Mining  and  Metallurgical  Society 
of  America,  325,  326. 

"Prospects,"  323. 

Reports  on,  325. 

Risks  of,  319-324. 

Sinking  fund,  320,  321. 

Stock  ownership  by  railroads   or 
317. 
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Mining  securities — (Contitmed). 
Transvaal,  320. 

Value  of,  and  the  relation  to  the 
price  of  metals,  324,  325. 
Mistakes    in    speculation,    classified, 

112-115. 
Monroe  Doctrine,  151. 
Morgan-Belmont  syndicate,  157-159. 
Mundy,  Floyd  W.,  122,  216-218. 
Municipal    bondholder,    security   of, 

189. 
Municipal  bonds,  181-200. 
Assessments,   relation  to,   195. 
Bondholders'  remedies,  196. 
Bond  houses'  tests  of,  193-195. 
Buyers  of,  192,  193. 
City's  income,  steady,  195. 
Classes    eliminated    from    regula- 
tion,  187-189. 
Constitutional  provisions,  182,  183. 
Definition,  181. 
Demand  for,  198,  199. 
Georgia  bond  law,  184. 
Interest  rate,   197-199. 
Issue,  powers  of,  198. 
Legality    of    issues,    how    deter- 
mined, 192. 
Market  for,  197. 
Massachusetts,      municipal      bond 

law,  185-187. 
Methods  of  control,  183-187. 
"Net  indebtedness,"   187. 
New  York  City,  188. 
New    York    State,    constitutional 

amendment,  188. 
Non-productive    enterprises,    and, 

188. 
Repudiation,  197. 
Safety  of  investments  in,  198. 
Security  of,  196. 
Sinking  fund,  189. 
State  control,  reasons  for,  183. 
limitation    on    municipal    in- 
debtedness, 187. 

not  bound  by,  193. 

restrictions,  189-191. 

Western    states',    regulations    of, 
189,   190. 


Municipal  debt   (see  Debt,  munici- 
pal). 
Municipal  district  bonds,  329. 

Method  of  issue  of,  329. 
Municipality, 

Charter,  182. 

Dependent  on  state,  181. 

Limited  powers  of,  181,  182. 

Position  in  our  government,  of  a, 
181. 

State  control  of,  182. 
Mutualization, 

Insurance  companies  and,  371. 

Savings  banks,  and, -12. 

N 

National    Bank    Act,   38,    136,    145, 

155-157. 
National  banking  system. 
Artificial  value  of  bonds,  under, 

155. 
Explanation  of,  155,  156. 
Failure  of,  390-394. 
"Net  indebtedness,"  187. 
New    England    savings    banks,    mu- 
tualization of,   lis   12. 
News  slip, 
Arbitrage    business    and    the,    56, 

57. 
Prices,  efi'ect  on,  92. 
New  York  Evening  Post,  361. 
New  York  Public  Service  Act,  299. 
New  York  Public  Service  Conunis- 

sion,  294-298. 
New  York  Stock  Exchange, 
Admission  of  securities,  46-54. 
Advantages  of  its  privileges,  51- 

53. 
Auction  room,  compared  to,  46. 
Bond  sales  on,  40. 
Criticism  of,  47. 
Consolidated  Exchange,  10. 
Curb    market,    10. 
Explanation  of,  10-12. 
Fees  of  members,  27. 
Fictitous     transaction     prohibited, 

24,   66. 
"Floor,"   the,   19-21. 
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New  York  Stock  Exchange— (Con- 
tinued. 

Governing  committee,  16. 

Government  of,  16,  17. 

Gratuity  fund,  23. 

Hughes  committee,  24-26. 

Largest  single  market,  9-11. 

Listed  securities,  46,  37. 

London  Exchange,  relations  with, 
49. 

Membership,  qualifications  for,  15, 
16. 

Methods  of  doing  business,  20. 

Monopoly,  a,  23. 

Object  of,  16. 

Organization    and    operation    of, 
15-28. 

Percentage  basis,   127. 

Recommendations   to   traders,   51. 

Reinstatement  of  members,  21. 

"Room  trader,"  28. 

"Seat,"  a  misnomer,  15. 

"Specialists,"  29. 

Standing  committees,  17-19. 

Suspension  and  expulsion  of  mem- 
bers, 21,  22. 

"Two-dollar"  brokers,  27. 

Unincorporated,  15. 

Unlisted  securities,  abolished,  53- 
57. 

"Wash"  sales,  27. 
Northern  Pacific  "corner,"  78,  79. 
Noyes,  A.  D.,  384,  385. 

O 

Oil   stocks,  promotion  of  worthless 

(see  Investment,  unwise). 
"Operating  ratio,"  229. 
Over-capitalization   (see  Cost). 
Over-certification, 

Brokers'  checks,  37-39. 

Forbidden,  38. 

Temporary  loan,   amounts  to,  38. 
"  Over  the  counter,"  10,  11. 

P 

Panics  and  depressions,  375-395. 
Bank  action  in,  383. 
Banking  system,   failure  of,   390, 
393. 


Panics       and       depressions — {Con- 
tinued). 

Baring  panic,  101,  386,  387. 
Buying  "long,"  375. 
Causes,  theories  of,  384. 
Crisis,  the,  381,  382. 
Industrial,  383,  384. 
Investment,  after,  379. 
Johnson,  J.  F.,  panic  of  1907,  388- 

394. 
Kinds  of,  375. 

Money,  value  of,  and,  381,  382. 
Noyes,  A.  D.,  on  causes,  384,  385. 
Price  recessions,  376. 
"Pyramiding,"  380,  381. 
Speculation,  heavy,  and,  380. 
Stock    market    panic,    1905,    104- 

107. 
"Sunspot   theory,"   Professor  Je- 

vons,  385,  386. 
Trade  cycle,  377,  378. 
Wall  Street  panic,  375,  376. 
"Piatt"   amendment,   151. 
Powers   of  the    federal   government 

and  of  the  states,  162,  163. 
Pratt,  S.  S.,  3,  5,  6,  91,  101,  102. 
Preferred  stock. 
Cumulative,  133. 
Differences  in,  134. 
Voting  power,  133. 
Price  movements. 

Accidents,  effect  of,  99. 
Artificial  factors  affecting,  90,  91. 
Fundamental  principles,  95-99. 
Governing  factors,  theory  of,  99, 

100. 
Market   factors,   1903,  1904,  1905, 

105-107. 
Maj-ket    "over-bought    and    over- 
sold," 99,  100. 
Primary  movements,  101. 
Real  value  of  property  and,  101, 

102. 
Rooseveltism,  105-107. 
Stock  Exchange,  1905,  104,  105. 
Woodlock's  analysis,  95-101. 
Prices, 
Comparison  of  stock  and  bond,  87, 
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Prices —  (  Continued  ) . 

Variation  of  (see  Securities). 
"Brimary     and     secondary     move- 
ment," 93,  94. 
Private  corporation  bonds. 
Investment  in,  330. 
Requirements  of,  331. 
Value  of,  331,  333. 
"Privilege,"  buying  a,  definition,  8. 
Public  regulation  of  street  railway 
securities,  285-303. 
Chicago   and   Cleveland  agitation, 

287-290. 
Court     regulation,     how     accom- 
plished, 292. 

theory  of,  291,  292. 

Franchises,  kinds  of,  286,  28T. 
Financial   principle,    285,   286. 
Massachusetts  law,  292. 
New    York    Public    Service    Act, 
294-299. 

Commission,  powers   of,  294, 

295. 

over  new  franchises,  298. 

Objections  to,  288. 
Over-capitalization,   287,   288. 
State  commissions,  duties  of,  293, 

294. 
State  regulation  of,  293. 
Value,  real  basis  of,  in,  285. 
Public  service  corporations, 
Bonds,  260. 
Definition,  260. 
Electric     light     companies,     264, 

265. 
Franchises,  260,  261. 
Gas  companies,  263,  264. 
Hoyt's  analysis,  261-263. 
Income     comparatively     constant, 

305. 
Market  for  securities  of,  262,  263. 
Organization,  260-263. 
Purchase    of    securities,    cautions 
for,  261,  262. 
Puts,  calls  and  straddles, 
Definition,  81. 
Prices  paid  for,  84,  85. 


Puts,    caUs    and    straddlers — {Con- 
tinued) . 
Use  of,  82-85. 

"Pyramiding,"  111,  380,  381. 

R 

Railroad  bonds,  200-218. 

Amount  outstanding,  200. 

Collateral  trust,  213,  214. 

Consolidated    and   unifying   mort- 
gage, rank  of,  209-211. 

Convertible,  214,  215. 

Debenture,   210. 

Equipment,  215. 

High  rank,  reasons   for,   200-203. 

Income,  212,  213. 

Popularity     of,     as     investments, 
200. 

Margin  of  security,  204. 

Mundy's  comparison  of,  216,  217. 

Real  estate   mortgages,  compared 
to,  204,  215,  216. 

Refunding  mortgage,  210-212. 

Value,    factors    determining,    203, 
204. 
Railroad  report,  analysis  of  a  typ- 
ical. 

Bonds,  safety  of,  256,  257. 

Chesapeake    and    Ohio,    road    se- 
lected for,  244. 

Coal    agency    company    (see    that 
heading). 

Coal    industry,    relation    to,    248, 
249. 

Depression,    financial,    eflfect    of, 
256. 

Dividend,  stability  of,  257,  258. 

Expenditures   for  maintenance  of 
way,  254. 

Financial  policy,  conservatism  of, 
255. 

History  of  road,  244-246. 

New  methods  adopted,  250-253. 

Necessity  of  analysis,  244. 

Reorganization,    drastic,    of    road, 
249. 

Success  attained  as  shown  by,  253. 

Traffic  changes,  247. 

Transcontinental       route       aban- 
doned, 248,  249, 
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Railroad  report,  elements  of  a,  218- 
232. 
Balance  sheet,  231,  232. 
Capitalization,   230. 
Expenditures,  average,  223-225. 
Floating  debt,  233. 
Fixed  charges,  230. 
Generalizations,    dangers    of,    225. 
Interstate      Commerce      act,      re~ 

quirements  of,  218. 
Insolvency  of  road,  shown  in,  230. 
Main  elements  of,  218-221. 
"Operating  ratio,"  229. 
Purposes  of,  218,  219. 
Ratio  of  expenses  to  gross  earn- 
ings, 227-230. 
Rental  agreements,  231. 
Standards,   diflFerences  in  mainte- 
nance, 222,  223. 
Statistics  of  operation,  233-236. 

traffic,  233-236. 

Sub-divisions  of,  218-235. 
Railroad  stocks,  200-203. 
Railroad  traffic  and  earnings,  236- 
244. 
Basis  of  charges,  241. 
Freight  business,  most  important, 
239,  240. 

trains,  special  equipment  for, 

239,  240. 
Passenger   trains,   often   unprofit- 
able, 237,  238. 
Rate  problem,  240,  241. 
Reasons  for  charges,  243. 
Sources  of,  236. 
Suburban  business,  238,  239. 
"What  the  traffic  will  bear,"  241. 
Railway  World,  244. 
Rate  problem    (see   Railroad  traffic 

and  earnings). 
Real  estate,  speculation  and  invest- 
ment in,  367-369. 
Reclamation  service,  334. 
Regulation,     effect     of    public,     on 
street    railway    securities,    285- 
302. 
Reorganizations, 

Bonds,  121,  122. 


Reserve   cities,    loans    of    funds    of 

country  banks,  in,  36,  37. 
Rollins'  tables,  124-126. 
"  Rooseveltism,"   105,   106. 
Rosenbaum,  H.  W.,  58,  60-62. 

S 

Savings  banks, 

General     restrictions     on     invest- 
ments by,  330,  335-337. 

Laws  in  New  York,  336. 

other  states,  336,  337. 

Savings,  market  for  securities,  cre^ 

ated  by,  9,  43. 
Securities, 

Banks'  relation  to  market  for,  29- 
45. 

Bonds,  prices,  87. 

Classes  of  buyers,  29,  30. 

Dow's   classification,   92,   93. 

Exchange,  admission  to,  46-54. 

Harriman-Hill  controversy,  106. 

Inherent     characteristics,     impor- 
tance of  considering,  52. 

Market  for,  9-43. 

Money  market  and  the  prices  of, 
30. 

Price     inequalities    with,    of    the 
same  yield,  89,  90. 

Price   movement    (see   that   head- 
ing)- 

Prices  of,  variations  in,  86-90. 

Purchase  and  sale  of,  13,  14. 

Shrinkage  in   value  in   1903,   103, 
104. 

Speculative,  36. 

Stock  Exchanges  and,  9. 

Stock    Exchange    panic    of    1905, 
104,  105. 

"  Swing,"  the,  92-94. 

(See  Government,  state,  railroad, 
etc.,  etc.,  bonds.) 
"Short  sales," 

Effect  of,  70-74. 

Process  of,  69-73. 

(See  Trading,  methods  of.) 
Soetbeer  method,  385,  386. 
Speculation, 

Bond,  almost  none,  8. 
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Speculation — (Continued) . 

Bonds  of  third-class  governments 
as  a,  147,  148. 

Clews,  Henry,  on,  4,  5. 

Dangers  of,  108,  109. 

Definition,  3. 

Elements  of,  present  in  all  busi- 
ness, 13,  14. 

Gambling,      distinguished      from, 
108,  109. 

German  attempts  at  restriction  of, 
116-118. 

Gould,  Jay,  on,  5. 

Hughes    committee,    108,    109. 

Investment,     distinguished     from, 
354,  355. 

Margin,  usual  basis  of,  8. 

Margins,   evils   of  small,   109-111. 

Obstacles  to  successful,  111-116. 

Problems,  of,  108. 

Pratt,  S.   S.,  definition  by,  6. 

Price  variations  in  securities,  and, 
86-90. 

Prohibition  of,  unwise  and  impos- 
sible, 116-118. 

Qualities  necessary  for  successful, 
115,  116. 

Real  estate,  hazardous,  366,  367. 

Science  of,  86-107. 

Stock,    the    highest    development, 
119. 

(See  Securities,  Price  movements, 
Panics,  etc.) 
Speculator, 

All  men  are,  3, 

Definition,  5. 

Economic  function  of,  355. 

Employs  borrowed  capital,  120. 

Gambler,    distinguished    from,    5, 
83,  84. 

Investor,  distinguished  from,  2. 

Merchant,  compared  with,   14. 

Opportunist,  an,  7. 

"Pyramiding,"  380,  381. 

Quick  profits  of  the,  14. 

Student     of     general     conditions, 
must  be  a  careful,  107. 

Trade  cycles,  and,  394. 


State  banks,  statements  of,  44,  45. 
State  bonds,  162-181, 
Assumption  by   nation,  proposed, 
164,  165. 

"Carpet   bag"   government,    165- 

167. 
Civil  war,  its  consequences  on,  115. 
Early  attempts  to  force  payment 

of,  168,   169. 
"Era   of  national   improvement,'* 

163,  164. 
Legal  position  of,  162,  163. 
Loaning  of  state  credit,  163,  164. 
North  Carolina  and  South  Dakota, 

suit  over,  169-171. 
Picturesque  history  of,  162. 
Reconstruction  period,  its   effects 

on,  165-167. 
Repudiation,  amount  of,  167,  168. 
Repudiation,  wholesale,   167. 
State  powers  over,  162,  163. 
State   commissions    for   the    regula- 
tion of  street  railways,  293. 
State  debt    (see  Debt,  state). 
State  railroad  conunissions,  230. 
Stock, 
Armstrong  law,  13^. 
Bank,   130-132. 
Book  value  of,  129-131. 
Distinguished  from  bond,  119,  120. 
Guaranteed,  130,  369,  370. 
Investment  value  of,   127. 
MiU,  133-135. 

Percentage  or  dollar  basis,  127. 
Preferred    (see   Preferred  stock). 
Prices  of,  122,  123. 
Tax  exemption  of  certain,  132. 
Stock  conversion  table. 

Arbitrage,  60-62. 
Stock    Exchange     (see    New    York 

Stock  Exchange). 
Stockholder,  as  owner  of  property, 

119,  120. 
Stock  investment  value,   127,   128. 
Stock  loans  for  "short"  sales,  70- 

72. 
Stocks,  insurance,  371, 
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"  Stocks  "  or  "  bonds,"  merely  names, 
356. 

Street  railways  (see  Electric  rail- 
ways, etc.). 

"Sunspot"  theory,  385-387. 

"Swing,"  the,  93. 

"Syndicate  subscriptions,"  345. 


Tax,  on  sales  of  shares.  New  York, 

26. 
Tests    of    financial    and    industrial 
conditions  (see  Financial  and  in- 
dustrial conditions,  tests  of). 
Trade  cycles   (see  Panics). 
Trading,  methods  of,  64-84. 
"Bears,"  66. 
"Bulls,"  66. 
"Buyers'  options,"  60. 
Classes   of   buyers,   66-69. 
Classification  by  Hughes  commit- 
tee, 67,  68. 
"Closely  held"  stock,  73. 
"  Corner,"  the,  74,  75. 
Hughes  committee,  report  on,  79- 

81. 
Northern  Peicific  corner,  78,  79. 
Puts,  calls,  and   straddles,   81-85. 
"Short  sales,"  ethics  of,  79-81. 
Vanderbilt  corner,  75-78. 
Traffic,  railroad  (see  Railroad  traffic 

and  earnings). 
Transactions  on  stock  exchange. 
Kinds  forbidden,  66. 

permitted,  64-68. 

Trust     companies,     statement     (see 

Bank  statement). 
Trust    funds,   investment   of,   under 

legal  restrictions,  337-342. 
"Trusts,"  305. 
"  Two-dollar  "  brokers,  27. 

U 

^Underwriting,  405,  406. 
United  States  bonds,  155-162. 


United  States  Bonds — (Continued). 

Bank   note   circulation,   profit   in, 
160,  161. 

Banks     as     purchasers     of     (see 
Banks). 

Classification  of,  157-160. 

"Cleveland"  bonds,  156. 

Colonial  Congress,  issues  of,  154. 

Explanation  of,  155-157. 

Investments  in,  159,  160. 

Low  rate  of  interest,  159,  160. 

Morgan-Belmont    syndicate,    157- 
159. 
United    States   constitutional   provi- 
sions. 

No  person  can  sue  the  government, 
162,  163. 
United  States  steel  company,  308, 

Securities  of,  309,  310. 
United  States  Supreme  Court,  168, 
169,  173,  291. 


Vanderbilt  corner,  75-78. 
Vanderlip,    Frank    A.,    on    electric 

light  companies,  264,  265. 
Value,  of  bonds  (see  Bonds). 
Stocks     (see     Stocks,     Securities, 

etc.). 
Venezuela,  bond  repudiation,  150. 


W 


Wall  Street  Journal,  88,  89,  97,  131, 

132. 
Wall  Street  panic   (see  Panics). 
"Wash"   sales,  24. 
Westinghouse  receivership,  129,  130. 
Wireless  telegraphy  (see  Investment, 

unwise) . 
Woodlock,    T.    F.,    91,    95,    96-101, 

112-115. 
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